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A ranking of accounting research output 
in the European region 


Kam C. Chan, Carl R. Chen and Louis T.W. Cheng* 


Abstract— This study provides a ranking in accounting research output in Europe during 1991-2002. We use a set 
of 19 accounting journals to rank accounting programmes for 253 European universities. UK universities are over- 
whelmingly represented in the top ranking. Over the entire period, the top three universities are the University of 
Manchester, London School of Economics and the University of Edinburgh. Some leading European accounting 
programmes made good progress in research output during the 12-year period. The distribution of publication is 
highly skewed. The top-5, top-10, and top-25 universities account for 21%, 30%, and 54% of the total weighted 


number of articles, respectively. 


1. Introduction 

Ranking of academic research output is a subject 
of clear interest to many. Internal academic con- 
stituents such as faculty and administrators use 
rankings to guide programme assessment and re- 
source allocation. Research rankings and publica- 
tion records are also used as a basis for merit 
awards to individuals.’ External constituents such 
as funding agencies, potential students, and facul- 
ty applicants, use rankings in various decision- 
making. `. 

The School of Accounting of the University of 
New South Wales in Australia advertises its re- 
search ranking and that of two faculty members on 
the first page of its website. The Faculty of 
Economics and Commerce of the University of 
Melbourne also reports on the first page of its web- 
site the research ranking of its marketing depart- 
ment and faculty members. Hong Kong University 
of Science and Technology advertises its highly- 
ranked graduate business programme in Business 
Week (Asian Edition). 

Some European governments have begun to step 
up higher education investment and have estab- 
lished criteria for resource allocation. Increased 
higher education investment highlights the need to 
evaluate such investment in education. The rela- 


* The authors are, respectively, at Gordon Ford College of 
Business, Western Kentucky University, USA; University of 
Dayton, USA; and Hong Kong Polytechnic University, Hong 
Kong and the University of Exeter, UK. Programming assis- 
tance from Christine Lai is gratefully acknowledged. Louis 
Cheng acknowledges the financial support from the Hong 
Kong Polytechnic University (Grant # G-T435), The authors 
are responsible for any remaining errors. Correspondence 
should be addressed to Professor Carl R. Chen at the 
Department of Economics and Finance, University of Dayton, 
Dayton, OH 45469, USA, Tel: +1-937-229-2418, E-mail: 
chen@udayton.edu 

The final version of this article was accepted in November 
2005. 


tive rankings of academic programmes in the 
European region would be an important bench- 
mark. The UK government is an example. It con- 
ducts research assessment exercises (RAEs) in 
order to determine government research funding 
for academic institutions (Brinn et al., 1996). The 
Financial Times has widely publicised its rankings 
of MBA programmes globally. Its rankings, how- 
ever, neither measure individual business disci- 
plines nor focus on European-based programmes. 

Additional motivation of this paper is related to 
two unique characteristics of the accounting disci- 
pline. First, in some aspects, accounting practice is 
a relatively localised discipline. The practice is 
strongly affected by local regulation, the maturity 
of local economic development and business cul- 
ture of the society. Second, accounting has a long 
tradition of having a close relationship between ac- 
ademic units and practising professionals. With the 
emphasis of obtaining local professional qualifica- 
tions, accounting curricula are closely integrated 
with the practice. Naturally, the accounting aca- 
demics maintain a close relationship with the 
industry. Such a tight cooperation between aca- 
demics and practitioners would have an effect on 
the research interest and consequently the research 
output of accounting from the local universities. 
Summing up these two factors, we conjecture that, 
due to the diversified business culture, regulatory 
regimes and different economic maturity of coun- 
tries within the European region, the emphasis and 
the output of accounting research may also vary 
among European countries. In short, it is an im- 
portant empirical issue to understand the diversity 
and progress in accounting research among various 


! Universities such as Euromed Marseille Ecole de 
Management, Marseille, award monetary bonuses on the basis 
of quality and quantity of publications. Certain universities in 
Asian countries (e.g., Taiwan) do the same. 
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European countries. 

In this study, we first examine accounting re- 
search output of European accounting pro- 
grammes, using a set of 19 leading accounting 
journals from 1991 to 2002. Similar to other stud- 
ies, We use primarily weighted numbers of pub- 
lished articles as the measurement metric with the 
numbers of co-authors and co-affiliations as 
weights. Second, with 12 years of publication data, 
we provide some longitudinal comparisons as to 
how a specific university has improved in research 
output or not. 

We document several interesting findings. First, 
UK institutions represent the majority of the top- 
25 among the 253 universities ranked. During the 
entire sampling period from 1991 through 2002, 
the top five universities are the University of 
Manchester, London School of Economies, the 
University of Edinburgh, Cardiff University, and 
the University of Dundee. Second, some leading 
European accounting programmes made good 
progress during the 12-year period as suggested by 
an increase in published accounting articles. Non- 
UK universities showed impressive improvement 
in research output, while UK universities' research 
output is holding ground. Third, consistent with 
other studies in economics, marketing and finance, 
the distribution of publication is highly skewed. 
The top-5, top-10, and top-25 universities account 
for 21%, 30%, and 54% of the total weighted num- 
ber of articles, respectively. 


2. Literature review 

There have been a number of studies on research 
output, ranking of programmes and journal quality 
in various business disciplines including econom- 
ics. Some examples include Malouin and 
Outreville (1987), Conroy et al., (1995), Scott and 


Mitias (1996), and Collins et al., (2000) in eco-- 


nomics; Niemi (1988) and Bakir et al., (2000) in 
marketing; Niemi (1987), Alexander and Mabry 
(1994), Borokhovich et al., (1995), and Chan et al., 
(2002) in finance; Hasselback and Reinstein 
(1995), Brown (1996), and Stammerjohan and 
Hall (2002) in accounting. Stammerjohan and Hall 
(2002) rank 80 US universities by their abilities in 
placing doctoral graduates at top-tier programmes. 
The statistics reported provide insights on the ‘out- 
put quality' (1.e., placement performance) of these 
universities. 

More specifically, in the economics area, 
Conroy et al. (1995) examine the relative research 
output of economics departments in universities in 
the US. They focus on eight top economic journals 
using weighting adjustments on professional 
standing and journals' impacts to rank the depart- 
ments. Malouin and Outrerille (1987) compare 
rankings of journals based on perception of econ- 
omists. Using a set of 40 journals, Malouin and 
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Outrerille show that differences of ranking percep- 
tion exist, depending on the origin of countries and 
languages (English and French) of the journals and 
the economists being surveyed. 

Scott and Mitias (1996) conduct a ranking exer- 
cise of economics departments based on 36 and 
top-5 economics journals. They also control for 
numbers of pages published, per capita output, and 
research concentration within the department. 
Their findings show that the rankings were stable 
for the top-20 departments but the rankings expe- 
rienced substantial changes through time for de- 
partments ranked outside the top-20. Collins et al. 
(2000) evaluate the publication patterns in a set of 
36 economics journals for graduates of 50 eco- 
nomics PhD programmes from 1987 to 1992. They 
show that the output is highly concentrated among 
the top programmes’ graduates. 

In the finance area, Alexander and Mabry (1994) 
use the citation frequency from 1987 to 1991 in 
top-4 journals to rank the top-50 finance journals 
and 50 most frequently cited authors. Borokhovich 
et al. (1995) study the differences in finance re- 
search output for 661 institutions from 1989 to 
1993. They find evidence that prestigious business 
schools are associated with stronger research ori- 
entation. Chan et al. (2002) rank 923 finance pro- 
grammes on a global scale using publication data 
in a set of 16 core finance journals from 1990 to 
2001. They also study the factors that affect labour 
mobility in the academia. 

In accounting, Hasselback and Reinstein (1995) 
study the publication records of 716 US institu- 
tions in 40 accounting Journals from 1967 to 1991. 
The findings indicate that over 37% of the faculty 
members employed during the 1991-1992 aca- 
demic year had no publications in any of the jour- 
nals at all. In addition, after adjusting for 
co-authorship, journal weightings and per-capita 
output, small private institutions earned the high- 
est rankings. Brown (1996) identifies influential 
accounting articles and then uses these data to rank 
researchers and institutions. The study provides a 
list of 26 classic accounting articles, which meet 
the requirement of being cited at least four times 
per year. While these studies are interesting, they 
are usually confined to US and Canadian institu- 
tions. 

European-focused studies of research ranking 
and output are rather limited. They are either not 
in accounting or confined to a small subset of 
European countries. Kirman and Dahl (1994); 
Elliott et al., (1998); and Kalaitzidakis et al., (1999) 
study economics programme rankings in Europe. 
These studies follow the traditional studies of eco- 
nomics by using a set of good-quality economics 
journals and take total research output as the rank- 
ing criterion. Chan et al. (2004) examine finance 
research output in Europe on the basis of more 
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than 6,000 articles in a set of 15 leading finance 
journals over 1990-1999, They find that the 
European universities have made considerable 
progress in research over the past decades. 

The European-focus literature, with respect to 
accounting rankings, is confined to a single coun- 
try or to general publication pattern issues. 
Carmona et al. (1999) analyse representation of 
different European countries (rather than European 
universities) in accounting research in 13 account- 
ing journals over 1992-1997. They focus more on 
the role of the European Accounting Review and 
the European Accounting Association in dissemi- 
nation of European accounting research, not on 
specific contributions at university levels. Other 
UK accounting-related studies include Gray et al., 
(1987) and Cottingham and Hussey (2000), who 
provide rankings of UK accounting programmes. 
Beattie and Goodacre (2004) report several gener- 
al conclusions regarding UK accounting and fi- 
nance programmes using data in 1998-1999, They 
observe the modest growth of the accounting and 
finance academic community, a doubling of the 
number of PhD-qualified staff and a reduction in 
the number of staff with a professional qualifica- 
tion. Beattie (2005) examines the UK researchers’ 
contribution to financial accounting research, 
specifically in the areas of disclosure process and 
corporate social reporting. Beattie concludes that a 
significant amount of UK research adopts a more 
qualitative approach and case-based method. In 
short, our study is one of the first to provide com- 
prehensive information on the progress of ac- 
counting research for universities in the European 
region. 


3. Data and methodology 
We collect the data from the hard copies of 19 
leading accounting journals over a 12-year sample 
period from 1991 to 2002, recording authors' 
names and their affiliations? The 19 accounting 
journals selected are: Abacus; Accounting, 
Auditing, and Accountability Journal; Accounting 
and Business Research; Accounting, Organizations 
and Society; Accounting Review; Auditing: A 
Journal of Practice and Theory; Behavioral 
Research in Accounting; British Accounting 
Review; Contemporary Accounting Research; 
European Accounting Review, Journal of 
Accounting, Auditing, and Finance; Journal of 
Accounting and Economics; Journal of Accounting 
Literature; Journal of Accounting and Public 
Policy; Journal of Accounting Research; Journal 
of Business Finance and Accounting; Journal of 
Management Accounting Research; Management 
Accounting Research; and Review of Accounting 
Studies. 

We recognise that no matter what method we use 
to construct the final journal list, subjective opin- 
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ion played a crucial role in the whole decision 
process. Nevertheless, an appropriate set of jour- 
nals should help us to achieve the research objec- 
tive effectively, which is to measure the 
accounting research output in the European region 
with little or no bias. 

In our view, the most critical bias we want to 
minimise is to avoid selecting journals that are not 
regarded as an appropriate outlet by the European 
researchers. To better reflect the accounting re- 
search output for researchers from European insti- 
tutions, we should adopt a journal list, which is 
relevant to the European region. In other words, 
journals focusing on topics requiring knowledge 
on non-European accounting regulations or prac- 
tice should be avoided. In addition, sufficient cov- 
erage should be given to European-based journals 
and journals that have an interest in publishing 
European accounting research issues. 

Having these criteria in our mind, we compile 
a set of journals meeting these requirements. Of 
course, the usual factors such as quality of the 
journals and resources limitation impose addition- 
al boundaries in our selection process. Our think- 
ing process is as follows? In order to base our 
journal selection on a recently developed research 
framework, we start with the journal list provided 
in Hasselback et al., (2003) and select journals that 
have a quality rating of atleast 1.00. Twenty-seven 
out of 40 journals listed in Hasselback et al. make 
the first cut. Next, we exclude a total of 12 journals 
from these 27 based on. the concept of relevancy 
mentioned above. | 

We eliminate Journal of Taxation despite its 
high quality rating because a number of its author 
affiliations are missing. We also do not include 
journals that primarily publish articles other than 
accounting topics although they are highly ranked 
in Hasselback et al. Examples include Journal 
of Finance, Journal of Financial Economics and 
Management Science. We further eliminate two 
US tax journals as they are too US-specific and not 
particularly relevant to European accounting prac- 


? Some jointly authored articles may be credited to a recent 
graduate student publishing in collaboration with his/her fac- 
ulty member in the graduate programme. The current affilia- 
tion would be with a new institution, while the work was 
mostly done at the graduate programme of his/her degree 
granting university. In this case, the degree granting institution 
does not receive any recognition. We thank a referee for rais- 
ing this issue. I 

3 Note that due to our language ability, we have no choice 
but to focus on only English language journals. We recognise 
the significant body of good-quality accounting research pub- 
lished in German, French, and Spanish language journals, but. 
non-English language journals are beyond our research. The 
dominance of the UK among European institutions may also 
be attributable at least to the English language bias. The UK 
may be the leader in research publications among all European 
countries, but not by as great a margin as indicated in our re- 
sults. We thank a referee for pointing this out. 
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tice. This leads to a set of 15 journals. 

Then, four additional European (including UK) 
and Australian journals are added because of their 
relevance for the European region: British 
Accounting Review; European Accounting Review; 
Accounting, Auditing and Accountability Journal; 
and Management Accounting Research ^ 

Consequently, 19 accounting journals are used 
in this study. Eleven of the accounting journals 
come from the US/Canada region and eight from 
European/Australia region (UK = 5; Australia = 2; 
Denmark = 1). We believe that such a combination 
should minimise the US bias in evaluating re- 
search output of European universities and acade- 
micians. Rankings re-computed using only the 
eight non-North American journals are in 
Appendix 1. 

Except for the Review of Accounting Studies and 
European Accounting Review, which began pub- 
lishing in 1996 and 1992, respectively, all journals 
included in the study have been published for at 
least 12 years. We use this criterion so that we can 
measure the longer-term effort by European uni- 
versities and their progress over time. We include 
Review of Accounting Studies because the journal 
is considered to have a significant influence on the 
accounting literature and European Accounting 
Review because it is a major outlet for European 
authors. These 19 journals cover both a range of 
professional interests (e.g., Auditing: A Journal of 
Practice and Theory, Management Accounting 
Research, and Behavioral Research in 
Accounting) and accounting in general (eg, 
Accounting Review). In short, under resources 
constraint, we made our best effort to select a set 
of journals, which can properly reflect the output 
of European accounting researchers. 

We note two caveats with respect to the data in 
our study. First, there may be non-accounting fac- 
ulty members who contribute to the accounting re- 
search. While accounting faculty are the authors of 
a large proportion of the articles published in these 
journals, authors from other disciplines such as fi- 
nance and economics can also write accounting ar- 
ticles. It is difficult, however, to distinguish 
specific author disciplines as a number of journals 
do not report authors’ department affiliations. It 
would be cost-prohibitive to extract accounting 


4 These four additional European (including UK) and 
Australian journals were added on the recommendation of an 


external European/Australian journal expert. We then check ` 


this list with Table 4A of Brinn et al., (1996), we find that 
Journal of International Financial Management and 
Accounting, Financial Accountability and Management, and 
Business History are not in our study. Since Brinn et al. is pub- 
lished in 1996, and our external expert opinion is obtained just 
recently, we feel that, due to limited resources, the choice of 
our external expert is adopted in our final decision. 
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versus non-accounting authors. Thus, the ranking 
results may overstate the performance of certain 
accounting departments, although research pub- 
lished by other disciplines within the same univer- 
sity also contributes to the general reputation of an 
accounting programme. The possible bias should 
be negligible. 

Second, some journals (Journal of Accounting, 
Auditing, and Finance, and Journal of Business 
Finance and Accounting) also publish non- 
accounting papers as well. For Journal of 
Accounting, Auditing, and Finance, the majority 
of these papers are on accounting topics. 

For Journal of Business Finance and Accounting, 
there are a considerable number of finance articles. 
We examine all the articles and exclude any that 
are not accounting-related. We acknowledge the 
subjective judgment in the selection process but 
we try to be as scientific as possible. If articles ad- 
dress a topic commonly pursued by both account- 
ing and finance researchers, we classify them as 
accounting articles. Only papers with a strong fi- 
nance nature and with little or no accounting inter- 
est (e.g., investment returns distribution during the 
financial crisis, or an alternative approach to op- 
tions pricing) are classified as finance and thus ex- 
cluded. Articles to be included can be accounting 
only, or accounting- and finance-related. In other 
words, in addition to the traditional accounting 
topics such as tax, auditing, financial statements, 
accounting standards, earnings, and dividend re- 
search, we include articles in corporate gover- 
nance, information disclosure, and cash flow as 
accounting topics as well. For papers whose orien- 
tation is not obvious, we request a second opinion 
and require that two of us come to a consensus in 
classifying the paper. During 1991—2002, there 
were 732 articles published in Journal of Business 
Finance and Accounting, of which we classify 268 
as accounting articles. 

Similar to Chan et al., (2004) and other studies, 
we made some adjustments to the publication data. 
First, for multi-authored papers, we attribute the 
author (institution) contribution by 1/N, where N 
is the number of authors (institutions). Second, for 
authors with more than one affiliation, publication 
credit is equally shared among institutions. For ex- 
ample, if an article has two co-authors (Professors 
X and Y) and the first author has two affiliations 
(A and B) and the second author one (C), institu- 
tions A and B each receive 25% credit for the arti- 
cle and institution C receives 5096 credit. Based on 
these adjustments, we are able to compute the 
number of weighted articles published by individ- 
uals, by institutions, and by countries. 

Third, we carefully examine the collected data 
for errors. In a few cases, some authors or some in- 
stitutions use slightly different names over the 
sample period. We make such corrections if neces- 


Vol. 36. No. 1. 2006 


Table 1 


D 
-— 


Summary statistics of research output by country based on publications in 19 major accounting journals 


for the period of 1991—2002 


This Table provides summary statistics of accounting research output by various European countries. N is num- 
ber of universities in a country contributing to accounting research. To avoid distorting the mean, we do not re- 
port countries with two or less universities (Cyprus, Poland, Czech Republic, Lithuania, Portugal, Russia, 
Slovenia, Serbia and Montenego, Estonia, Hungary, and Latvia). However, their publications are included in 


the ‘All non-UK schools’. 


Weighted number of articles ` Unweighted number of articles 
Country N Total Mean Standard Total Mean Standard 
deviation deviation 
UK 90 812.53 9.03 12.82 1471 16.34 23.46 
Denmark 5 31.60 6.32 7.89 57 11.40 13.39 
Finland 10 49.30 4.93 4.58 89 8.90 8.72 
Ireland 7 2541 3.63 . 226 44 6.29 3.55 
Netherlands 12 42.12 3.51 2.67 71 6.42 5.09 
Norway 4 13.36 3.34 5.00 21 525 7.23 
Belgium 7 22.68 3.24 3.43 53 7.57 7.63 
Greece 3 8.01 2.67 2.91 15 5.00 3.61 
Sweden 11 27.17 2.47 2:13 40 3.64 3:92 
Germany 24 43.44 1.81 2.02 69 2.88 3.71 
Spain 21 36.33 1.73 2.05 79 3.76 4.54 
Austria 6 9.24 1.54 1.72 13 2.17 2.40 
France 21 32.13 1.53 1.81 54 2.57 3.14 
Switzerland 6 7.98 1.33 1:22 I1 1.83 1.17 
Italy 8 8.80 1.10 0.50 14 1.75 0.89 
Turkey 3 1.14 0.38 0.22 3 1.00 0.00 
Allnon-UK schools 163 386.81 237 2.96 689 423 5.37 
All US and Canada 395 2642.55 6.69 10.59 5333 13.50 21:22 


sary. Àn example is the Cardiff Business School 
and Cardiff University. They represent the same 
institution but the name changed in the mid- 1990s. 

For the period of 1991—2002 overall, the 19 ac- 
counting journals published 4,569 weighted arti- 
cles by 3,747 authors from 962 academic and 
non-academic institutions worldwide Of these 
contributions, 253 universities from the European 
region account for 1,199.14 weighted articles 
(26.2596 of the total number of articles). 


4. Rankings of accounting research output 


4.1. Rankings of research output, 1991—2002 

Table 1 presents the overall research output by 
country and by weighted and total (unweighted) 
number of articles. Since most articles are co-au- 
thored, the weighted numbers are much smaller 
than the unweighted ones. The UK institutions 
dominate the rankings in terms of weighted num- 
ber of articles. UK institutions publish 812.53 
weighted numbers of articles, which is about 68% 
of the total European publication records. The 
UK represents 36% of the total European institu- 
tions, far less than its share of the publications 
(68%). 


In terms of mean research output per institution 
by country, the UK again leads the pack with a 
9.03 weighted number of articles. Denmark and 
Finland are in second and third positions with 6.32 
and 4.93 average weighted numbers of articles. 
Substantial variations in publications among uni- 
versities within a particular country are observed. 
The UK has the highest standard deviation of 
12.82 in weighted number of articles, followed by 
Denmark with 7.89. 

Summary statistics for all non-UK institutions 
are presented at the end of Table 1. All the non-UK 
institutions, as a group, publish a total of 386.31 
weighted articles. The mean of 2.37 weighted arti- 
cles is below the 9.03 articles for the UK. While a 
finding of research dominance for the UK institu- 
tions is consistent with results reported elsewhere 
such as Nobes (1985) and Carmona et al., (1999), 
the non-UK universities do make contributions to 


5 We do not include ‘discussions’, ‘comments’, and 
‘replies’. Weighted articles are adjusted for co-authorship, as 
described above. 

6 To avoid distorting the mean, we present results only for 
countries with at least three universities. 


Table 2 
The progress of research output by UK and non-UK institutions 
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This Table reports yearly weighted and unweighted research output from 1991 to 2002 by UK and non-UK 


institutions. 
Non-UK institutions 


Weighted 
articles 


8.67 
14.00 
36.54 
21.17 
27.75 
32.04 
38.99 
39.67 

4233 
41.53 
44.67 
39.25 


386.61 


No. of 
institutions 


the accounting literature, and the contribution has 
increased in more recent years.’ 

Table 2 reports the progress of non-UK research 
output vis-a-vis that of UK institutions. The sig- 
nificant progress made by non-UK institutions can 
be seen from the small number of publications in 
1991 (8.67 weighted articles), and the significant 
contribution in the early 2000s (averaged about 
42 weighted articles). On the other hand, UK’s 
progress is stagnant. In 2002 UK institutions’ re- 
search output was almost at the same level as in 
199]. 

The significant increase of publication by non- 
UK universities may be the result of a gradual 
globalisation of the labour market for business 
scholars. Two decades ago, there was a significant 
salary gap between accounting faculty members in 
North America and in the rest of the world. In the 
past 10 to 15 years, business faculty salaries, espe- 
cially in accounting and finance, have risen sub- 
stantially in some countries in the Asia-Pacific 
region (e.g., Hong Kong, Singapore, and Australia) 
and in Europe (e.g., UK, Germany, and France). 
With the improved financial compensation and re- 


7 To evaluate the impact of the four European journals on 
our results, we re-do the analysis using the 15 journals based 
on Hasselback et al. (2003). We find that the output from the 
15-journal list for the European universities has declined some 
what. Only 11 of the original 16 countries remain in the list in 
Tablei, suggesting that five countries (Norway, Greece, 
Austria, France, and Turkey) publish mostly in European- 
based journals. These tables are available to the readers upon 
request. 


Unweighted 
articles 


UK institutions 
Weighted 
articles 


64.25 
79.35 
72.33 
5825 
63.67 
72.90 
63.85 
78.42 
66.38 
70.38 
58.17 
64.58 


812.53 


No. of 
institutions 


Unweighted 
articles 





search support provided in these countries, non- 
UK European universities should be in a better po- 
sition to attract and retain well-trained accounting 
academicians who can publish in high quality 
English language journals. 

Table 3 shows the top-25 universities in terms of 
weighted number of articles during the 12-year pe- 
riod of 1991 to 2002. Appendix 2 covers the 26th 
to 100th ranked universities. The University of 
Manchester and London School of Economics take 
the first and second positions. The University of 
Edinburgh, Cardiff University, and the University 
of Dundee round out the top-5. Consistent with 
statistics reported in Table 1, the UK's dominance 
is overwhelming: 21 of 25. The last column of 
Table 3 also reports department per capita weight- 
ed numbers of articles. We do not use this statistic 
to rank accounting programmes; but rather for 
additional information. 

We rank institutions based solely on the weight- 
ed numbers of articles for several reasons. First, 
the reputation of an academic institution is often 
measured in terms of aggregate research output. A 
20-person department that produces 15 Accounting 
Review articles yearly would be certainly per- 
ceived as a more influential institution than a one- 
person department that produces one Accounting 
Review article yearly, despite the latter's higher per 
capita output. 

Second, there may be severe measurement prob- 
lems in estimating per capita research output as 
data on department size are not available over the 
entire sample period. Our per capita figures are 
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Table 3 


Ranking of European universities by weighted number of articles in 19 leading accounting journals 


This Table provides a ranking of European universities by weighted articles in 19 accounting journals during 
the period of 1991-2002. The weights are by co-authorship and co-affiliation. The numbers of unweighted ar- 
ticles as well as the country of the universities are also presented. 


Rank Institutions Country 


U Manchester 

London School Economics 
U Edinburgh 

Cardiff U 

U Dundee 

Lancaster U 

U Glasgow 

U Essex 

U Exeter 

U Warwick 

U Manchester Institute 
Science and Technology 
12 U Sheffield 

1 U Strathclyde 

14 U Cambridge 

15 Copenhagen Business School 
16 U Wales-Aberystwyth 


mM pa 
m ON O0 — QN LI ix LA 2 — 


Y 
Sebaa? ARR ARARNAR AAA R 


17 U Reading 

18 =U Stirling 

19 U Bristol 

20 U Leeds 

21  U Southampton 

22  U Cyprus Cyprus 
23 U Nottingham UK . 
24 . U Vaasa Finland 
25 Helsinki School Economics Finland 


based on department size as of 31 January 2004, as 
reported on websites of the institutions. It would 
be practically impossible to get reliable informa- 
tion regarding faculty size for all 12 years for all 
institutions. 

While Table 3 shows the dominance of the UK 
institutions in the top-25 list, one might argue that 
results from inclusion of British national journals 


§ As our staff numbers used may include researchers in fi- 
nance if it is a joint department, the per capita figures actually 
are downwardly biased for departments that have finance 
staff. The bias is more severe for departments having a high 
percentage in the finance area. 

? Indeed, 60.2796 of the BAR authors are UK researchers. 
US, non-UK European, and Asian authors account for 8.83%, 
4.64%, and 26.27% of the weighted number of articles, re- 
spectively. On the other hand, 61.496 and 28.4996 of the 
weighted number of articles in the European Accounting 
Review are authored by non-UK European and UK authors, 
respectively. 


Weighted Unweighted Number | Per capita 
number of number of of staff weighted 
articles articles number of 
articles 
63.65 129 28 221 
55.58 78 |.23 242 
50.42 78 9 5.60 
47 25 99 21 225 
31:72 70 8 3.96 
31.50 56 13 2.42 
29.53 52 15 1.97 
27.90 49 11 2.54 
24.67 44 11 224 
2325 39 17 1.37 
2323 46 3 7.74 
22.82 49 12 1.90 
20.78 43 10 2.08 
20.67 30 4 5.17 
20.25 35 5 4.05 
18.25 34 10 1.83 | 
18.17 24 5 3.63 
17.62 39 11 1.60 
17.17: 26 7 2.45 
16.33 31 15 1.09 
14.83 24 8 1.85 
12.92 22 2 6.46 
11.83 .17 16 0.74 
11.75 21 10 1.18 
11.33 23 GN 24 0.47 


such as the British Accounting Review (BAR) pre- 
sumably favour British authors? To address this 
issue, we re-rank the European institutions exclud- 
ing BAR, and find this does not affect the domi- 
nance of the UK institutions; 20 of the 21 UK 
institutions listed in Table 3 remain in the top-25 
list without the BAR. The University of Nottingham 
is replaced by the Norwegian School of Economics 
and Business Administration. 

We also conduct correlation tests based on sam- 
ples with and without BAR. Excluding BAR, we 
rank 244 universities. We then calculate the corre- 
lation coefficients of weighted and unweighted 
number of articles with and without BAR among 
the 244 universities. The Pearson correlation coef- 
ficients are 0.9908 and 0.9901 for weighted and 
unweighted numbers of articles. Hence, the inclu- 
sion of British Accounting Review does not create 
a bias in favour of the British institutions. 

What about the impact of North American-based 


Figure 1 
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Cumulative percentage of weighted number of articles for 253 universities in European region 


(1991-2002) 


RE 


accounting journals? To provide robust results, we 
also examine our rankings using only the eight 
non-North American accounting journals in our 
sample. The results are in Appendix 1. Comparing 
Table 3 with Appendix 1, the rankings are similar. 
In fact, for the top-21 accounting programmes, 
they are almost identical, with only small changes 
in relative ranking. Oxford University and Turku 
School of Economics and Business Administration 
replace the University of Cyprus and Helsinki 
School of Economics among the top-25 account- 
ing programmes. Contrary to the general belief 
that North American journals favour UK authors, 
non-UK institutions actually published more arti- 
cles in the North American journals than UK insti- 
tutions. Not reported in the paper, we find that 
non-UK institutions publish 33.03 weighted arti- 
cles in North American journals, while the same 
statistic is only 22.91 for UK institutions. 

Figure 1 shows the percentage distribution of 
the weighted articles of all 253 European univer- 
sities that published at least one (unweighted) ar- 
ticle in the 19 accounting journals. It plots the 
cumulative percentage of the weighted articles 
against the cumulative number of European uni- 
versities (arranged from higher rank to lower 
rank). The distribution is highly skewed. For in- 
stance, the top-5, top-10, and top-25 universities 


aan a a iie 
mnm un | | 


—T 





account for high percentages (about 21%, 30%, 
and 5496, respectively) of all weighted articles 
published. The skewness suggests an increasing 
marginal effort to move up in rankings. For exam- 
ple, looking at Table 3 and Appendix 2, it will take 
the University of Liverpool in the UK 2.20 addi- 
tional weighted articles to move 25 places from 
100th to 75th. To move equal places from 50th to 
25th, however, it will take an addition of 4.63 
weighted articles. 


4.2. Ranking changes during subperiods 
(1991-1996 vs. 1997-2002) 

To evaluate the research progress of the leading 
European universities on a longitudinal basis, we 
conduct a comparative analysis of research per- 
formance for the first subperiod (1991—1996) and 
the second subperiod (1997-2002). Table 4 pres- 
ents the results. 

Thirteen of the top-25 universities (5296) show 
an Increase in research output in terms of weight- 
ed articles (in Column (9)). It is also interesting to 
see that 12 universities have declining research 
output. 

Columns 5 and 8 report rankings for the two 
subperiods. The University of Manchester remains 
in the leading position in the second subperiod. In 
Column (11), we provide the relative ranking 
changes over the two subperiods (i.e., Column (5) 
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Table 5 


ACCOUNTING AND BUSINESS RESEARCH 


Top-25 authors in European universities in terms of weighted total number of articles (1991-2002) 


This Table gives the top-25 authors in European universities by weighted number of articles in 19 accounting 
journals in 1991—2002. Rankings are based on number of weighted articles published with total number of 
articles as the tie-breaker. Weights are co-authorship and co-affiliation. The numbers of unweighted articles 
as well as the country of the universities are also presented. The affiliations of the authors are from their last 
affiliations in the database. 


Panel A: 1991—2002 


Rank 


WD 0 —1 Ch tA Aa Q hh m 


21 (tied) 
21 (tied) 
23 (tied) 
23 (tied) 
23 (tied) 


Author 


Nobes, Christopher 
Walker, Stephen P 
Llewellyn, Sue 

Jones, Michael John 
Parker, Robert H 
Vafeas, Nikos 

Otley, David T 

Power, Michael K 
Scapens, Robert W 
Edwards, John Richard 
Whittington, Geoffrey 
Lapsley, Irvine 

Gray, Rob 

Peasnell, Kenneth V 
Humphrey, Christopher 
Bhimani, Alnoor 
Walker, Martin 
Robson, Keith 


Beattie, Vivien A 
Stark, Andrew W 
Napier, Christopher J 
Walton, Peter J 

Bryer, RA 

Hopwood, Anthony G 
Klumpes, Paul JM 


Panel B: 1991-1996 


Rank 


14 (tied) 
14 (tied) 


Author 


Nobes, Christopher 
Power, Michael K 
Scapens, Robert W 
Robson, Keith 


Whittington, Geoffrey 
Napier, Christopher J 
Parker, Robert H 
Llewellyn, Sue 
Edwards, John Richard 
Clubb, Colin DB 
Humphrey, Christopher 
Jones, Michael John 
Walker, Stephen P 
Bryer, RA 

Hulle, Karel van 


Affiliation 


U Reading 

U Edinburgh 

U Edinburgh 

Cardiff U 

U Exeter 

U Cyprus 

Lancaster U 

London School Economics 
U Manchester 

Cardiff U 

U Cambridge 

U Edinburgh 

U Glasgow 

Lancaster U 

U Manchester 

London School Economics 
U Manchester 

U Manchester Institute 
Science and Technology 
U Stirling 

U Manchester 

U Southampton 


Affiliation 


U Reading 

London School Economics 
U Manchester 

U Manchester Institute 
Science and Technology 

U Cambridge 

U Southampton 

U Exeter 


U London 

U Manchester 
Cardiff U 

U Edinburgh 

U Warwick 
Catholic U Leuven 


Weighted 
articles 


Weighted 
articles 


Unweighted 
articles 


Unweighted 
articles 


10 
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Table 5 (continued) 
Top-25 authors in European universities in terms of weighted total number of articles (1991-2002) 


Panel B: 1991—1996 (continued) 


Rank 


16 
17 (tied) 


Author 


Otley, David T 
Cooke, Terry E 
O'Hanlon, John 
Walton, Peter J 
Peasnell, Kenneth V 
Gietzmann, Miles B 
Bhimani, Alnoor 
Citron, David B 
sangster, Alan 
Gray, Rob 


Panel C: 1997-2002 


Rank 


OO 30 Lë P, WN ra 


9 (tied) 

9 (tied) 

10 (tied) 
10 (tied) 
13 (tied) 
13 (tied) 
15 (tied) 
15 (tied) 
15 (tied) 
18 (tied) 
18 (tied) 


Author 


Vafeas, Nikos 
Nobes, Christopher 
Walker, Stephen P 
Klumpes, Paul JM 
Jones, Michael John 
Lapsley, Irvine 
Llewellyn, Sue 
Otley, David T 
Stark, Andrew W 
Jacobs, Kerry 
Mouritsen, Jan 
Walker, Martin 
Bjornenak, Trond 
Parker, Robert H 
Barker, Richard G 
Hussain, Simon 
Toms, JS 

Beattie, Vivien A 
Charitou, Andreas 
Edwards, John Richard 
Lukka, Kari 


Ahrens, Thomas 
Brennan, Niamh 
Frantz, Pascal 
Malmi, Teemu 


Affiliation 


Lancaster U 

U Exeter 

Lancaster U 

ESSEC 

Lancaster U 

London School Economics 
London School Economics 
Cass Business School 
Queen’s U-Belfast 

U Glasgow 


Affiliation 


U Cyprus 

U Reading 

U Edinburgh 

U Warwick 

Cardiff U 

U Edinburgh 

U Edinburgh 

Lancaster U 

U Manchester 

U Edinburgh 

Copenhagen Business School 
U Manchester 

Agder U College 

U Exeter 

U Cambridge 

U Newcastle-upon-Tyne 

U Nottingham 

U Stirling 

U Cyprus 

Cardiff U 

Turku School Economics 
and Business Administration 
London School Economics 
U College Dublin 

London Schoo] Economics 
Helsinki School Economics 
and Business Administration 


Weighted 
articles 


Weighted 
articles 


Unweighted 
articles 


ON b. +. UA UA CA Uta y 


Unweighted 
articles 


10 
10 
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— Column (8)). A positive number of ranking 
changes show that a university is advancing com- 
pared to its peers during 1997—2002 period. 
Cardiff University is ranked 6th in the first subpe- 
riod and moves to the 3rd in the second subperiod. 
The University of Glasgow advances from the 
14th rank to the 5th. Several non-UK universities 
also advance in the second subperiod. For in- 
stance, Copenhagen Business School moved from 
23rd to 8th. Among the universities that have 
declining research output, the University of 
Manchester Institute of Science and Technology 
drops from the 5th place in the first subperiod to 
53rd in the second subperiod. The University of 
Strathclyde and the University of Leeds also expe- 
rience significant decrease in ranks. 

If we compare the number of articles (both 
weighted and un-weighted) published by the top- 
10 institutions (all UK schools) during the two 
sub-periods (Table 4), we find that the quantity of 
output for the top-10 as a group has not shown a 
significant increase. In addition, the yearly statis- 
tics in Table 2 indicate that the output of non-UK 
institutions has increased but the output of UK 
schools pretty much remains at the same level 
through the years. These evidence, therefore, sug- 
gest that the competition between UK and non-UK 
European institutions has become more intense 
and the non-UK group is catching up fast. 

Table 5 reports the top-25 individual authors for 
the period and subperiods in terms of weighted 
total number of articles. In Panel À for the entire 
period, the University of Manchester and the 
University of Edinburgh each account for three 
spots among the top-25 authors. The top-5 authors 
are Christopher Nobes, Stephen Walker, Sue 
Llewellyn, Michael John Jones, and Robert Parker. 
All the authors in Panel A are from UK universi- 
ties. 

Panels B and C present similar rankings for the 
periods of 1991-1996 and 1997-2002. A notice- 
able difference is the appearance of several non- 
UK authors; in Panel C, there are six non-UK top 
authors, while there are only three in Panel B. The 
results in Table 5 are consistent with those in Table 
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4, suggesting that non-UK universities are making 
good progress in their accounting output in more 
recent years. 


5. Conclusion 

Accounting is a relatively localised discipline with 
a strong linkage between practitioners and aca- 
demics. It is logical to expect that European coun- 
tries with different economic development and 
business culture put different emphasis on ac- 
counting research. Our objective is to provide a 
scientific indicator of accounting research output 
for various European countries. Such findings are 
important for various constituents to better gauge 
the diversity and progress made in accounting re- 
search during the recent period. 

There are a few limitations in our study. These 
limitations include using journals in English only, 
difficulties in selecting an appropriate list of jour- 
nals and potential problems in identifying account- 
ing articles in accounting journals also publishing 
manuscripts from other fields. Nevertheless, ex- 
tensive measures and procedures have been used 
to minimise any biases due to these limitations. 

Our comprehensive ranking of European ac- 
counting research using publication data from 
19 accounting journals over a 12-year period 
from1991 to 2002 indicates that a few well-known 
universities with long traditions are ranked behind 
some younger universities in the top-25. The 
University of Manchester leads all universities in 
terms of accounting research output over the peri- 
od, followed by London School of Economics, the 
University of Edinburgh, Cardiff University, and 
the University of Dundee. Although the UK uni- 
versities produce the greatest share of research 
output, other European institutions show more sig- 
nificant progress than UK institutions. As a group, 
non-UK universities exhibited a 15% annual in- 
creasing rate in research output over the 12-year 
period, while UK institutions are holding their 
ground. Longitudinal data reveal that 13 or 5296 of 
the top-25 European universities have made sig- 
nificant progress in producing accounting research 
from 1991 through 2002. 
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Appendix 1 
European universities ranked from 1 to 25 in research output among eight non-North American 
accounting journals 


This Table provides a ranking of European universities from eight non-North American accounting journals 
in 1991-2002. The journals are: Abacus; Accounting, Auditing, and Accountability Journal; Accounting and 
Business Research; Accounting, Organizations and Society; British Accounting Review; European Accounting 
Review; Journal of Business Finance and Accounting (accounting articles only); and Management Accounting 
Research. Rankings are based on number of weighted articles published with total number of articles as the 
tie-breaker. The weights are by co-authorship and co-affiliation. 


Rank in 
Weighted Unweighted Table 2 and 

Rank University Country articles articles Appendix 2 
l U Manchester UK 61.48 124 1 

2 London School Economics UK 54.42 75 2 

3 U Edinburgh UK 50.42 78 3 

A Cardiff U UK 45.25 95 4 

5 U Dundee UK 31.72 70 5 

6 Lancaster U UK 29.50 52 6 

7 U Glasgow UK 28.53 51 7 

8 U Essex UK 27 40 48 8 

9 U Exeter UK 23.67 42 9 

10 U Manchester Institute UK 2323 46 11 

Science and Technology 

11 U Sheffield UK 22.82 . 49 12 
12 U Warwick UK 21.25 37 10 
13 U Strathclyde UK 20.78 43 13 
14 U Cambridge UK 20.67 30 14 
15 Copenhagen Business School Denmark 20.08 34 15 
16 U Reading | UK 18.17 24 17 
17 U Wales-Aberystwyth UK 18.00 33 16 
18 U Stirling E UK 17.12 38 18 
19 U Leeds ⁄ UK 16.33 3] 20 
20 U Bristol UK 15.00 22 19 
2] U Southampton UK 14.33 23 21 
22 U Nottingham UK 11.83 17 23 
23 U Vaasa Finland 11.75 21 24 
24 Oxford U UK 10.67 16 27 
25 Turku School Economics Finland 10.33 19 29 


and Business Administration 


European universities that are ranked from 26 to 100 in research output 


This Table provides a ranking of European universities from 19 accounting journals in 1991-2002. Rankings 
are based on number of weighted articles published with total number of articles as the tie-breaker. The weights 
are by co-authorship and co-affiliation. 


Weighted Unweighted 
University . Country 


Norwegian School Economics and Business Norway 
Administration 

Oxford U UK 

U London UK 
Turku School Economics and Business Finland 
Administration 

Catholic U Leuven Belgium 
U West England UK 

U Newcastle-upon-Tyne UK 
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Appendix 2 (continued) 
European universities that are ranked from 26 to 100 in research output ú 
Weighted Unweighted 
Rank University Country articles articles 
33 Cass Business School UK 8.83 14 
34 U Aberdeen UK 8.83 12 
35 U Wales-Bangor UK 8.67 15 
36 Johann Wolfgang Goethe-U Germany 8.33 14 
37 Open U UK 8.25 11 
38 U Birmingham UK 7.83 15 
39 U Bath UK 7.67 13 
40 U East Anglia UK 7.67 12 
4] Loughborough U UK 7.67 11 
42 Sheffield Hallam U UK 7.60 16 
43 U Groningen Germany 7.58 15 
44 U Maastricht Netherlands 7.54 17 
45 Stockholm School Economics Sweden 7.50 8 
46 U Carlos III de Madrid Spain 7.37 17 
47 U Bradford UK 7.37 16 
48 Heriot-Watt U-Edinburgh UK 7.12 18 
49 U Hull UK 6.75 11 
50 U Antwerp Belgium 6.67 17 
51 Erasmus U Rotterdam Netherlands 6.53 9 
52 London Business School UK 6.33 11 
53 HEC France 6.33 10 
54 U College Dublin Ireland 6.33 9 
55 U Limburg-Maastricht Netherlands 6.25 14 
56 Vrije U Amsterdam Netherlands 6.17 8 
57 U Portsmouth UK 6.00 15 
58 Dublin City U Ireland 6.00 11 
59 Athens U Economics and Business Greece 6.00 9 
Administration 
60 Aston U UK 5.97 12 
61 U York UK 5.50 6 
62 INSEAD France 5.36 12 
63 Stockholm U Sweden 5.33. 11 
64 U Ulster UK 533^ 8 
65 Queen's U-Belfast Ireland 5.00 9 
66 (tied) U Amsterdam Netherlands 5.00 7 
66 (tied) U Graz Austria 5.00 7 
68 Helsinki School Economics and Finland 5.00 6 
Business Administration 
69 U Zaragoza Spain 4.90 12 
70 U de Valencia-Spain Spain 4.83 8 
71 (tied) U Gothenburg Sweden 4.50 6 
71 (tied) U Jyvaskyla Finland 4.50 6 
73 U Paris-Dauphine France 4.50 3 
74 U Valencia Spain 4.25 7 
75 Glasgow Caledonian U UK 4.20 10 
76 Odense U Denmark 4.00 8 
77 U Plymouth UK 4.00 4 
78 U Pompeu Fabra Spain 3.92 6 
79 U Southern Denmark Denmark 3.50 7 
80 (tied) ESC France 3.50 6 
80 (tied) National U Ireland Treland 3.50 6 
80 (tied) U Paisley UK 3.50 6 
83 U Lodz Poland 3.50 5 
84 U Geneva Switzerland 3.50 4 
85 Thames Valley U UK 3.42 8 
86 Tilburg U Netherlands 3 42 6 
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European universities that are ranked from 26 to 100 in research output 


University 


U Tampere 

Middlesex U 

U Aarhus 

U Augsburg 

U College-Cork 

Eindhoven U Technology 

U East London 

Napier U-Edinburgh 

U Huddersfield 

Royal Institute Technology-Stockholm 
U Zurich 

U Pablo de Olavide de Sevilla 
ESSEC 

U Liverpool 
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A bridge too far: a common conceptual 
framework for commercial and public 
benefit entities 


Sheila Ellwood and Sue Newbury* 


Abstract — Writers and standard setters have propounded the adoption of private sector frameworks for the public 
sector. Ellwood (2003) examined the apparent 'bridge' between and across the sectors provided by UK GAAP and 
concluded that much work needed to be undertaken on the theoretical underpinning of Whole of Government 
Accounts, but WGA is progressing presuming the commercial model. There has been recent debate in the Antipodes 
as to whether conceptual frameworks can be common for the private and the public and not-for-profit sectors or 
whether such claimed commonality is a sham (Newberry, 2002). In the UK, the Accounting Standards Board (ASB) 
has produced a reinterpretation of the Statement of Principles for public benefit entities. This paper investigates the 
proposed Statement of Principles for public benefit entities (SoPpbe). There appears to be an inherent unsuitability 
of the current private sector framework for transference to ‘public benefit entities’. The balance sheet focus and the 
assumed objective of wealth creation are incomprehensible in a public or not-for-profit context. Changes in public 
service management embodied within New Public Management (NPM) led to the ascendancy of accruals account- 
ing but this does not necessarily permit the adoption of a (reinterpreted) private sector conceptual framework. It is 
concluded that the differences are so fundamental that it is misleading to claim the adoption of a common bridging 
framework and it is misguided to struggle to achieve one. The differences will always make such an endeavour 


‘a bridge too far’. 


1. Introduction 
The adoption of private sector financial frame- 
works has been argued to be appropriate for public 
sector entities (Likierman, 1998; McGregor, 1999) 
and some countries e.g. Australia and New 
Zealand have adopted one conceptual framework 
across the sectors. In the UK, the ASB issued a 
draft interpretation of its Statement of Principles 
on Financial Reporting for ‘public benefit entities’ 
in 2003 followed by an Exposure Draft in 2005. 
Accounting standards developed for profit-ori- 
entated entities have been applied in public sector 
entities in the UK for several years (Ellwood, 
2002) and the International Federation of 
Accountants (IFAC) is currently adapting IASs for 
the public sector. However, Ellwood (2003:119) 
criticised the diversity of approach and the lack of 
a clear underpinning framework in the UK public 
Sector. 


‘UK GAAP may provide the basis for a bridge 
across the public sector (and between the public 
and private sector) but the public sector perspec- 
tive needs to be firmly incorporated and defini- 


*The authors are, respectively, at the University of Warwick 
and the University of Sydney. They are indebted to two anony- 
mous referees for helpful comments on earlier drafts of this 
paper. Correspondence should be addressed to Dr Ellwood at 
Warwick Business School, University of Warwick. Coventry 
CNA 7AL UK. E-mail: sheila.ellwood@ wbs.ac.uk 

The final version of this paper was accepted in January 2006. 


tions and principles reworked to provide an ap- 
propriate conceptual framework for the diverse 
UK public sector.’ 


Nevertheless, Whole of Government Accounts 
(WGA) is progressing before the underlying con- 
ceptual framework has been thoroughly addressed. 
We take a UK perspective and examine whether 
the reinterpreted commercial SoP, the Statement of 
Principles for public benefit entities (SoPpbe) pro- 
vides an appropriate bridge. 

The UK Accounting Standards Board (ASB) ap- 
pears to take the view that a transaction is a trans- 
action and it should be accounted for in the same 
way by all types of organisations. This view as- 
serts that the nature of assets, liabilities, revenues 
and expenses, gains and losses does not change be- 
cause they are held by the public, instead of by the 
private, sector. The ASB proposes using basically 
the same accounting rules and reporting model for 
a business (‘the commercial model’) and non-prof- 
it-making bodies or to use the ASB's nomenclature 
public benefit entities (PBEs). 

We argue that public sector entities are different 
from businesses. Business accounting standard-et- 
ters do not consider the specific nature and role of 
public service organisations. Business firms do not 
levy taxes or provide goods freely to customers. 
The accounting rules for public service organisa- 
tions and their reporting model should be different 
from those of commercial firms. There are no im- 
mutable accounting or financial-reporting rules 
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that apply irrespective of the nature and purpose of 
the organisation whose activities and results are 
being displayed, or regardless of the objectives of 
presentation. 

The paper has three main sections. The first sec- 
tion considers a conceptual framework and its role 
in underpinning accounting. The UK’s Statement 
of Principles (SoP) and its re-expression for public 
benefit entities (SoPpbe) are introduced and the 
main changes highlighted. The main body of the 
paper considers the distinctiveness of the public 
sector and the implications for an accounting 
framework. The objective, context and accounta- 
bility of PBEs are different from the private sector. 
The final section discusses the implications of 
such apparent mismatches and argues that to strive 
for such extensive commonality is heroic but ‘a 
bridge too far’. Commercial management ap- 
proaches have been adopted in the public sector 
and accrual accounting has thrived, but public sec- 
tor entities have distinctive characteristics. PBEs 
acquire resources to expend them in a legal and ap- 
propriate manner for the public benefit not to in- 
crease or even maintain capital. Resource 
allocation cannot be left to the market forces of 
supply and demand, but rather statutory, fund and 
budgetary controls apply. Public sector accounta- 
bility is based on the proper and efficient use of re- 
sources (stewardship). The reporting framework of 
PBEs cannot be merely a re-expression of one de- 
vised for commercial bodies that assumes the ob- 
jective of wealth creation and has a balance sheet 
focus. 


2. Conceptual frameworks and the 


re-expressed Statement of Principles 

Conceptual frameworks in the physical sciences 
are based on real world observable phenomena 
that delineate the function of the structure in ques- 
tion. Thus conceptual frameworks emerge as a 
mixture of experience and observation. To some 
extent early attempts to construct a theory of ac- 
counting used an inductive approach (Hendricksen, 
1982:1) the practices of accountants were ob- 
served to try and distinguish a consistent pattern. 
However, using this approach discernable ex- 
planatory statements were difficult to establish and 
could not be directed at improving accounting 
practice. From the 1950s onwards a more norma- 
tive approach has developed. Numerous standard- 
setting bodies emerged throughout the world and 
sought to construct a conceptual framework to un- 
derpin accounting standards and to provide guid- 
ance to practitioners in areas where no accounting 
standards exist. In the UK the Accounting 
Standards Steering Committee, a predecessor of 
the Accounting Standards Board (ASB), issued a 
discussion document in 1975 — The Corporate 
Report — but the most ambitious attempt to create 
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a conceptual framework was undertaken by the 
Financial Accounting Standards Board (FASB) in 
the US. The FASB conceptual framework was 
largely adopted by the International Accounting 
Standards Committee, now the International 
Accounting Standards Board (ASB). - 

The FASB (1978:2) defines a conceptual frame- 
work for accounting as: 


‘A constitution, a coherent system of interrelated 
objectives and fundamentals that can lead to 
consistent standards and that prescribes the na- 
ture, function and limits of financial accounting 
and financial statements.’ 


The UK Accounting Standards Board (ASB, 
1996) has emphasised this role and stressed how a 
conceptual framework or 'statement of principles' 
could underpin accounting standards and practice. 


‘A statement of principles is designed to provide 
a coherent frame of reference, including a set of 
definitions to be used by the Board....during the 
course of the standard setting process. Having an 
interrelated set of fundamental principles should 
ensure consistency in the Board's standards and 
minimise the need to reinvent fundamental con- 
cepts in the course of every project.' 


Dopuch and Sunder (1980) purport that concep- 
tual frameworks cannot usefully be related to the 
accounting standards themselves in a direct way: 
the frameworks attempt to add legitimacy to the 
policy making process but the relationship of spe- 
cific accounting standards to the frameworks will 
be vague or fluid. Legitimacy is one of the multi- 
ple purposes that Page and Spira (1999) entertain- 
ingly suggest conceptual frameworks serve and 
several writers (Booth, 2003; Dean and Clarke, 
2003; Loftus, 2003) draw out the inconsistencies 
within the frameworks. Jones (1992) points out 
how the norm is for accounting standards to be de- 
veloped before their associated conceptual frame- 
work. Nevertheless, standard-setters around the 
world feel the need to produce such documents. 
Dopuch and Sunder (1980:18) argue the FASB 
needs a conceptual framework simply to boost its 
public standing and go on to hypothesise: *the de- 
mand to develop a conceptual framework may be 
inversely related to the power of enforcement 
which the standard setting agency can command'. 
The ASB acknowledged in 1993 that the account- 
ing requirements of public sector bodies are a mat- 
ter for Government (ASB 1993 para. 21). 
However, in May 2003 the ASB issued its 
Discussion Paper on a Proposed Interpretation of 
the Statement of Principles for Public Benefit 
Entities, which was followed by a largely un- 
changed ED Statement in 2005. In the UK, the 
ASB is attempting to extend its influence into non 
profit organisations at a time when its direct influ- 
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ence over commercial accounting is diminishing 
with the advent of harmonisation of accounting 
standards. The acceptance of a common or a rein- 
terpreted commercial conceptual framework 
would provide ‘legitimacy’ not only for account- 
ing standards in the public sector, but also for a 
greater role for the ASB in public sector account- 
ing. 

The Statement of Principles for Financial 
Reporting (the SoP) was published in 1999 and is 
very close to the International Accounting 
Standards Committee's (LASC's) framework (later 
adopted by the IASB). Both the UK SoP and the 
IASC's framework are confined to profit-orientat- 
ed entities but are not restricted to the private sec- 
tor. The IASC framework, paragraph 8 refers to 
‘all commercial, industrial and business reporting 
enterprises whether in the public or private sec- 
tors'. The purpose of commercial accountability is 
widely accepted as 'to provide information about a 
firm that is useful to a wide range of people mak- 
ing economic decisions' (IASB Framework). 
Useful information' is information on the financial 
position, performance and financial adaptability of 
an enterprise. This private sector perspective is 
contrasted with the public sector below. 

Commercial accounting has made significant in 
roads into the public sector, The UK government is 
producing Whole of Government Accounts, broad- 
ly based on the commercial model without first 
considering whether that model provides an appro- 
priate reference for public sector accountability. 


2.1. The Statement of Principles for financial 
reporting: proposed interpretation for public 
benefit entities (SoPpbe) 

The proposed interpretation issued in August 
2005 (ASB, 2005:27) defines public benefit enti- 
ties as: 


‘... reporting entities whose primary objective is 
to provide goods or services for the general pub- 
lic or social benefit and where any risk capital 
has been provided with a view to supporting that 
primary objective rather than for a financial re- 
turn to equity shareholders.’ 


Although the SoP (ASB, 1999) was intended for 
profit-orientated bodies, the ASB believes that a 
common set of principles should underlie financial 
reporting by all entities and has made minimal 
changes. 


‘Any re-expression, change of emphasis or addi- 
tions to the principles are designed to make them 
more relevant to public benefit entities and have 
only been made to clarify their application in sit- 
uations specific to public benefit entities.' (ASB, 
2005:25) 


The SoP covers many facets of accounting: the 
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objectives of financial statements and their users; 
the reporting entity; the qualitative characteristics 
of financial statements; the elements and issues re- 
lating to recognition, measurement and presenta- 
tion. The SoP broadly assumes an investor focus 
and an objective of wealth creation. The main ele- 
ments are defined as: asset, liability, equity (of 
owners), income and expense. ‘Income’ includes 
revenue and gain; ‘expense’ includes loss. Asset is 
defined as resource controlled by a firm as a result 
of past events and from which economic benefits 
are expected to flow in future. Liability is defined 
as present obligation of a firm arising from past 
events, settlement of which is expected to result in 
a future outflow of resources. Other elements are 
defined in terms of these two, thus the SoP was de- 
scribed by Ernst & Young (1993) as having a bal- 
ance sheet focus. The SoP and the re-expressions 
for PBEs are set out in Table 1. 

The ASB’s approach has led to few revisions 
to the SoP to permit its use for PBEs. Chapters 6 
and 7 (Measurement in Financial Statements and 
Presentation of Financial Information) are largely 
unchanged. The most significant re-expressions 
relate to the objective and the elements of financial 
statements (Chapters 1 and 4 respectively). 


21 


3. The distinctiveness of public sector 


accounting 

There are many unique public sector circum- 
stances to which a conceptual framework for pub- 
lic sector reporting must relate. In democracies, 
governments are elected by citizens to provide a 
range of collective goods and services to citizens. 
Some of these collective goods and services can 
only sensibly be provided by government (legal 
system, defence) while other services can be re- 
garded as merit and social welfare goods that can- 
not be left to market forces (health, education, 
pensions). The citizenry require accountability 
from the government — they must be kept informed 
and can exercise democratic control over the gov- 
ernment. Thus, governments are distinct from pri- 
vate profit orientated bodies, they raise funds from 
taxation; provide public goods; have debt capacity . 
limits unlike other entities and redistribute wealth | 
through government grants. These issues have no 
parallels in commercial accounting but are funda- 
mental aspects of government. 

Public sector accounting and financial reporting 
has for millennia sought to protect and manage 
public money and discharge accountability. 
Aristotle in the Politics referred to the citizenry 
having a right to know how funds are used and that 
the accounts should be laid before them. In 13th 
century England the Magna Carta made clear that 
there should not be taxation without consent as to 
how those funds are used. In the US 200 years ago, 
Thomas Jefferson, as quoted by Arthur Andersen 


22 


Table 1 
The re-expression of principles in the SoPpbe 


Principle as expressed in SoP 
Chapter 1 The objective of financial statements 


Objective can usually be met by focusing exclusively 
on the information needs of present and potential 
investors i.e. the defining class of user. 

— need information about the entity's financial 
performance and financial position that is useful 
to them in evaluating the entity's ability to 
generate cash (including the timing and certainty 
of its generation) and in assessing the entity's 
financial adaptability. 


Chapter 2 The reporting entity 
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Principle as re-expressed SoPpbe 


Objective can usually be met by focusing 
exclusively on the information needs of funders and 
financial supporters i.e. the defining class of user. 

— need information about the entity's financial 
performance and financial position that is useful 
to them in evaluating the proper and efficient use 
of the entity's resources and the entity's ability 
to generate cash and in assessing the entity's 
financial adaptability. 


Separate financial information may be required for 
assets under an entity's stewardship but not control. 


Chapter 3 The qualitative characteristics of financial information 


Information 1s relevant if it has the ability to 
influence the economic decisions of users and is 
provided in time to influence those decisions. 


Information is material to the financial statements 
if its misstatement or omission might reasonably be 


expected to influence the economic decisions of users. 


Chapter 4 The elements of the financial statements 


Assets are rights or other access to economic 
benefits controlled by an entity as a result of past 
transactions or events. 


Liabilities are obligations of an entity to transfer 
economic benefits as a result of past transactions 
or events. 


Ownership interest is the residual amount found by 
deducting all of the entity's liabilities from all of 
the entity's assets. 


Gains are increases in ownership interest not 
resulting from contributions from owners. 


Losses are decreases in ownership interest not 
resulting from distributions to owners. 


Contributions from owners are increases in 
ownership interest resulting from transfers from 
owners in their capacity as owners. 


Distributions to owners are decreases in ownership 
interest resulting from transfers to owners in their 
capacity as owners. 


Information is relevant if it has the ability to 
influence the economic decisions of users, or their 
assessment of the effectiveness of the stewardship of 
management, and is provided in time to influence 
those decisions. 


Information is material to the financial statements 
if its misstatement or omission might reasonably be 
expected to influence the economic decisions of 
users, or their assessment of the effectiveness of the 
stewardship of management. 


Although the SoP notes 'future economic benefits 
eventually result in net cash inflows to the entity' 

this may not be the case for PBEs i.e. can embody 
service potential instead of cash flows. 


"General commitments' do not create a liability 
Specific commitments 

— performance related grants 

— other 


As in the SoP except: 


Residual interest substituted for ownership interest 


Controlling parties substituted for owners 
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Table 1 (continued) 
The re-expression of principles in the SoPpbe 


Principle as expressed in SoP 
Chapter 5 Recognition in financial statements 


Chapter 6 Measurement in financial statements 


Chapter 7 Presentation of financial information 


Chapter 8 Accounting for interests in other entities 


In single entity financial statements, interests in 
other entities are dealt with by focusing on the 
income and (depending on the measurement basis 
adopted) capital growth arising from those interests. 


Consolidated financial statements reflect the whole 
of the parent's investment in its subsidiaries, 
including purchased goodwill. 


Principle as re-expressed SoPpbe 


In a transaction involving the receipt of resources 
not related directly to the provision of goods or 
services, the focus will be on whether an asset exists 
and whether or not it has led to a liability. As such, 
the recognition criteria are likely to be met on 
receipt of the resources. 


Mixed measurement but acknowledgement that 
measurement of the replacement cost of the service 
potential of an asset often more appropriate 
(contortion of value to the business). 


Acknowledges different purpose but requires same 
statements as profit-orientated. 


In single entity financial statements, interests in 
other entities are dealt with by focusing on the 
income and/or expenditure and (depending on the 
measurement basis adopted) capital growth arising 
from those interests. 


Consolidated financial statements reflect the whole 
of the parent's investment in its subsidiaries, 
including, where applicable, purchased goodwill. 


[Acquisition approach] Business combinations 
involving PBEs are often a 'gift' (do not involve 
consideration) therefore it might be appropriate to 
adopt an alternative presentation. 


Source: Adapted from the ASB Consultation Document 2003 as modified by ED Statement 2005 


(1986), wished to see 'the finance of the Union 
...S0 that every member of Congress, and every 
man of any mind in the Union, should be able to 
comprehend them to investigate abuses, and con- 
sequently to control them'. Comparatively recent- 
ly, the Governmental Accounting Standards Board 
(GASB) 1987 stated: 


‘Accountability is the cornerstone of all finan- 
cial reporting in government... Governmental 
accountability is based on the belief that the cit- 
izenry has a ‘right to know’, a right to receive 
openly declared facts that may lead to public de- 
bate by the citizens and their elected representa- 
tives. Financial reporting plays a major role in 
fulfilling government’s duty to be publicly ac- 
countable in a democratic society.’ 


Guthrie (1998: 5) refers to the 


‘,..fundamental principle that no public monies 
should be spent in ways and in amounts not 
specified in annual parliamentary appropriations.’ 


Chan (2003:13) argues that the rise of govern- 
ment accounting is due to the greater demand for 
accountability in a democracy. 


‘While all governments engage in some form of 
planning and control, only democratic govern- . 
ments are mandated to open their books — di- 
rectly to auditors and indirectly to the public 
through financial reports.’ 


The term public benefit entity has been coined to 
cover both public sector and charitable bodies but 
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Table 2 
Users of accounting statements 
Non-Business Statements Business 
Anthony Drebin et al SoPpbe SoP 
1978 1981 2003 2005 1999 
Governing Legislative Government and Government and 
bodies bodies their agencies their agencies 
Investors and Investors Funders and Funders and Present and 
creditors vendors financial financial potential investors 
supporters supporters 
Supphers/ 
trade creditors 
Resource providers Grantors Lenders Lenders Lenders 
Oversight bodies Oversight bodies 
Constituents Voters The public The public The public 
Tax-payers 
Fee-paying Beneficiaries/ Customers 
recipients customers 
Employees Employees 
Management 


Note: bold type denotes the primary class of user 


Sources: Anthony (1978); Drebin et al (1981); ASB (1999; 2003 and 2005) 


in this paper we place emphasis on the distinctive- 
ness of the public sector. The charity sector com- 
prises a vast and growing segment of economic 
activity. There were over 185,000 charities regis- 
tered with the Charity Commission of England and 
Wales at the end of 2000, with an annual income 
of £24.6bn (Charity Commission, 2001). Similar 
to public sector bodies, charities do not have a pri- 
mary profit motive and are characterised by a di- 
versity of accounting practices (Conolly and 
Hyndman, 2004). However, Kearns (1994:186) 
has highlighted the vast differences between the 
public sector and the private non-profit sector in 
mission, philosophy, structure and standard setting 
procedures. In the US there are actually three dif- 
ferent accounting standard setting bodies. The 
FASB sets the accounting standards for the private 
sector including charities. The GASB is responsi- 
ble for setting accounting standards for the state 
and local governments and the Federal Accounting 
Standards Advisory Board (created in 1990) rec- 
ommends accounting standards for federal govern- 
ment. Democratic accountability, tax raising 
powers and unparalleled debt capacity limits are 
unique to governmental bodies. We argue that pub- 
lic sector bodies are held to a higher standard of 
accountability and that accountability has a differ- 


ent perspective from that used for businesses and 
charities. 


3.1. The users and objective of financial reporting 

PBEs do not have profit as a primary aim and 
therefore by definition the objective of commer- 
cial or profit-orientated entities is different from 
PBEs. Chan (2003:14) claims government ac- 
counting has three purposes: its basic purpose is to 
safeguard the public treasury by preventing and 
detecting corruption and graft; the intermediate — 
to facilitate sound financial management; and the 
advanced purpose of government accounting is to 
discharge public accountability. Taking a wider 
perspective, accounting also provides input to 
budget policy formulation and decisions. 
However, the SoPpbe makes only modest changes 
to the original SoP (Table!) and merely revises the 
defining class of user from ‘investors’ to ‘funders 
and providers' and adds an additional information 
need relating to “the proper and efficient use of the 
entity's resources'. This excessively narrow view 
is investigated below. e 

There have been several studies examining the 
users of accounting statements of non business or- 
ganisations. Twenty-five years earlier Anthony 
identified the objectives and users of accounting 
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Statements in non-business organisations and 
Drebin et al, (1981) in a research report 
‘Objectives of Accounting and Financial 
Reporting for Governmental Units’ commissioned 
for the National Council on Governmental 
Accounting identified 10 user groups. These are 
contrasted with the SoP and the SoPpbe in Table 2. 
Remarkably the SoPpbe (ASB, 2003 and 2005) 
provides a less inclusive set of users than the SoP. 
and merely argues for the substitution of ‘funders 
and financial supporters’ as the primary class of 
user in place of “present and potential investors’. 


‘The defining class of user for the financial 
statements of public benefit entities is the fun- 
ders and financial supporters. They provide a 
source of cash or other resources without the in- 
centive of a return, either a direct return (like in- 
terest paid on a loan) or in the form of an 
exchange for direct benefits (goods or services) 
for themselves. The funder and financial sup- 
porter generally provides taxation, grants or do- 
nations to the entity. The defining class of user 
includes the present and potential funders and fi- 
nancial supporters of the entity.” (ASB, 2005 
para. 1.13) 


The SoPpbe appears to ignore democratic ac- 
countability, the ‘cornerstone’ of public sector ac- 
countability by merely replacing the investor by 
‘funder and financial supporter ‘(Table 1). Is ac- 
countability to individuals determined purely by 
whether they are taxpayers? Admittedly the term 
as explained covers present and potential ‘funders 
and financial supporters’ (though ‘past’ funders 
were excluded under revisions for the ED). Its ap- 
plication is therefore wide ranging but whether 
present and future finance is the locus of account- 
ability is contentious. The 2005 ED included 
“Government and their agencies, including regula- 
tors’ as a separate category (Table 2). The ASB 
sees Government as performing a scrutiny role on 
behalf of funders and financial supporters, or the 
general public (ASB, 2005:33) but does not regard 
Government as the defining class of user. Tom 
Allen (2002:20), the Chairman of GASB, states 
GASB regards the primary users of state and local 
government reports to be those to whom govern- 
ment is primarily accountable: its citizens; those 
who represent citizens and those who finance gov- 
ernment. 

There is modest correlation between Anthony’s 
objectives for non-business organisations and the 
ASB’s perceived objectives of profit-orientated 
bodies — both are envisaged to require information 
on performance and financial viability but for 
profit-orientated bodies this is envisaged for eco- 
nomic decision-making whereas stewardship and 
the proper use of funds is paramount in non-busi- 
ness organisations. The SoPpbe recognises that 
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stewardship is important and enshrined in public 
accountability (para. 1.5) but in effect this appears 
to be an add-on rather than taking ‘paramount im- 
portance’. 

Stewardship has traditionally had a greater 
prominence in commercial reporting. The 
Sandilands Committee (1975: 44) stated: 


‘[A] traditional tenet of accounting that the main 
objective of published financial statements is to 
enable directors to give an account of their stew- 
ardship of the shareholders funds to the share- 
holders.’ 


Stewardship is fundamental to the nature and 
roles of government. 

In the US, GASB’s new reporting model, 
Statement 34, ‘Basic Financial Statements — 
Management’s Discussion and Analysis —for State 
and Local Governments’ is expected to meet the 
nine financial reporting objectives identified in 
Concepts Statement 1 (Table 3). 

The GASB reporting objectives fall into three 
broad categories. Financial reporting should: 


* assist in fulfilling government's duty to be pub- 
licly accountable and should enable users to as- 
sess that accountability; 


* assist users in evaluating the operating results of 
the governmental entity for the year; 


* assist users assessing the level of services that 
can be provided by the governmental entity and 
its ability to meet its obligations as they become 
due. 


That is not to say that accounting does not have 
a decision-making role in the public sector. The 
problem of scarce resources applies across the sec- 
tors (Rowles, 2004). Information systems in public 
service organisations should assist in cost control 
and asset and liability management at the ex post 
stage and in budget policy formulation and macro- 
economic management at the ex ante stage. 

However, the reporting objectives are much 
closer to the traditional stewardship role than those 
in the SoP. Acknowledging the importance of 
stewardship but merely substituting the term 'fun- 
ders and financial supporters’ for ‘investors’ does 
not take appropriate account of the differing nature 
of PBEs compared with profit-orientated bodies. 
Accountability for stewardship for public bodies is 
steeped in history and was accepted long before 
the advent of the joint stock company with the di- 
vorce between ownership and management in the 
commercial sector. The SoPpbe appears con- 
strained by its minimal adaptation approach —the 
whole crux of a profit-orientated body is at odds 
with PBEs. Some users will sometimes be inter- 
ested in the financial statements simply in order to 
assess the adequacy of stewardship exercised by 
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Table 3 
GASB financial reporting objectives 


Financial reporting should assist in fulfilling government's c - 


enable users to assess that accountability. 
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i 
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— 


to be publicly accountable and should 


a) Financial reporting should provide information to determine whether current year revenues were 


sufficient to pay for current year services. 


b) Financial reporting should demonstrate whether resources were obtained and used in accordance with 
the entity’s legally adopted budget: it should also demonstrate compliance with the finance-related 


legal or contractual requirements. 


c) Financial reporting should provide information to assist users in assessing the service efforts, costs and 


accomplishments of the governmental entity. 


Financial reporting should assist users in evaluating the operating results of the governmental entity for 


the year. 


a) Financial reporting should provide information about sources and uses of financial resources. 
b) Financial reporting should provide information about how the governmental entity financed its activities 


and met its cash requirements. 


c) Financial reporting should provide information necessary to determine whether the entity's position 
improved or deteriorated as a result of the year's operations. 


Financial reporting should assist users assessing the level of services that can be provided by the governmental 
entity and its ability to meet its obligations as they become due. 


a) Financial reporting should provide information about the financial position and condition of a 


government entity. 


b) Financial reporting should provide information about a government entity's physical and other non- 
financial resources having useful lives that extend beyond the current year, including information 
that can be used to assess the service potential of those resources. 

c) Financial reporting should disclose legal or contractual restrictions on resources and risks of potential 


loss of resources. 


the entity's management and not always to make 
economic decisions. 

Indeed the SoPpbe (ASB, 2005) recognises in 
Chapter 2 (para. 2.17) that PBEs often have a 
stewardship role for assets that they do not control. 
For example patients' monies or art-work loaned 
for an exhibition. As a PBE does not control these 
assets they would not be consolidated but the 
SoPpbe acknowledges that the PBE *may be re- 
quired to prepare separate financial information 
relating to assets under stewardship but not con- 
trol’. 

Chapter 3 is also amended to take account of this 
additional (though not primary) stewardship role. 
Relevant and material information is extended to 
include information for ‘the assessment of the ef- 
fectiveness of the stewardship of management’. 


3.2.The elements of financial statements 

The SoPpbe makes modest changes in adapting 
the classifications and the definitions in Chapter 4 
for PBEs (Table 1). The same headings are used 
except “residual interest’ is substituted for ‘owner- 
ship interest’ and ‘controlling parties’ is substitut- 
ed for ‘owners’. 


However, the definitions are interpreted to often 
mean something quite different from their com- 
mercial sector counterparts. For example, an asset 
is defined in both the SoP and the SoPpbe as 


* Assets are rights or other access to future eco- 
nomic benefits controlled by an entity as a result 
of past transactions or events.' 


Several writers (Mautz, 1988; Pallot, 1990; 
Barton, 1999; Granoff, 1998; Ellwood, 2003) have 
clearly enunciated some of the peculiar character- 
istics of many community and heritage assets held 
by public sector bodies. However, the Board ar- 
gued that no amendment to the definition of an 
asset is needed for PBEs, although some re-ex- 
pression of the application of the definition is nec- 
essary. For PBEs, the future economic benefits that 
are embodied by an asset include the provision of 
goods or services to the benefit of the entity's ben- 
eficiaries, as well as the eventual inflow of cash to 
the entity. Thus the definition is the same but the 
meaning is quite different — it includes benefits 
that do not give rise to a cash flow and those that 
do not even flow to the entity itself. 

Reinterpretation to make the private sector 
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frameworks appear to fit gives the impression of 
convergence, but if it has to be interpreted differ- 
ently then this is really pretence. Not surprisingly, 
attempts to apply the profit-orientated frameworks 
by merely reinterpreting existing definitions have 
been proclaimed ‘a sham’ (Newberry, 2002). 
While this debate continues, public-sector ac- 
counting is developing, and as Newberry (2001) 
argues the development is at odds with those pro- 
posing a ‘sector neutral’ conceptual framework. 
She argues that, despite the same conceptual defi- 
nitions, the significant sector-specific differences 
in interpretation of those definitions mean that, ef- 
fectively, there are two conceptual frameworks 
from which different accounting practices 
(Newberry, 2002) are derived. 

Again, liabilities are defined for PBEs as in the 
SoP. 


‘Liabilities are obligations of an entity to trans- 
fer economic benefits as a result of past transac- 
tions or events.’ 


The SoPpbe introduces the notion of two types 
of “commitments to provide public benefits’ that 
can be created by public benefit entities. The na- 
ture of the commitment (i.e. whether it is general 
or specific) will determine whether a liability has 
been incurred. À general commitment includes po- 
litical promises and does not create a liability until 
it has become specific (the recipient has met any 
relevant criteria and is able to rely on the entity 
fulfilling its promise). Public benefit entities can 
also enter into commercial contracts, which should 
be accounted for no differently from similar con- 
tracts entered into by profit-oriented entities. 

To assess the firmness of a political commitment 
it would be necessary to look at the extent of po- 
litical consensus behind it and future pressures 
(both political and economic). This is a minefield 
— 1s a manifesto promise a liability? (In the UK 
there have been changes to university top up fees, 
extension in age for female retirement and so on.) 
It would appear political commitments can 
change. This is a very difficult area and it is ar- 
guably going too far into subjectivity and for what 
purpose? It ignores the uniqueness of Government 
in enabling them to raise taxation in the future to 
ensure liabilities can be met as they fall due. 

Ownership interest and control obviously differs 
between the commercial sector and PBEs. In the 
commercial sector, owners have a residual interest 
in the assets of the entity after all the liabilities 
have been deducted. For most public benefit enti- 
ties the residual ownership interest represents re- 
sources that the entity retains for the provision of 
future benefits to the public. According to the 
SoPpbe, the residual interest is usually attributed 
to an entity's funders and financial supporters 
though the make up of these funders and support- 
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ers is unclear (electorate? taxpayers? or govern- 
ment?). 

The treatment of gains and losses for profit ori- 
entated bodies according to the commercial SoP 
gives rise to serious concerns. There is no separate 
definition of revenue and expense, they are sub- 
sumed within gains and losses. The definitions are 
set out and re-phrased for PBEs in Table 1. The 
SoP uses the balance sheet as the focal point and 
defines gains and losses accordingly as increases 
and decreases in ownership interest (‘controlling 
interest’ is merely substituted in the SoPpbe). 

The SoP appears to be at odds with some gov- 
ernment accounting developments. [n recent years 
public sector bodies in the UK have introduced 
measures to enable the cost of services to be meas- 
ured more appropriately. Some operating state- 
ments such as those of central government 
departments include notional costs to provide 
comparative performance statements. These would 
not meet the SoP's definition of a loss/gain. Such 
notional costs are used to ensure that the financial 
statements report the full cost of the services they 
provide. For example, local government accounts 
are charged with a capital charge in respect of tan- 
gible fixed assets to reflect the opportunity cost of 
assets held. Notional charges do not result in 
changes in ownership interest. This is because no- 
tional charges debited in the statement of financial 
performance are, as part of the net total of this 
statement, subsequently also credited to reserves. 
There will be no increase/decrease in ownership 
interest, as the net balance on the statement of fi- 
nancial performance is taken to the reserves. 
Therefore, they do not meet the definition of a gain 
or loss, as no change in the ownership interest has 
occurred. However, for certain entities there may 
nevertheless be a requirement, set out by the 
Government, to include such costs with the state- 
ment of financial performance. These notional 
charges provide incentives for the efficient use of 
scarce resources that are not subject to market 
forces. They may be necessary for improved deci- 
sion making in the public sector but in no way do 
they relate to wealth creation. 

Control of public sector finance also impacts on 
government reporting. For example, the introduc- 
tion of Resource Accounting and Budgeting 
(RAB) for UK central government accounting im- 
pacts on the presentation of public sector plans 
(HM Government, 1994). Heald and Georgiou 
(2000) point out that the government's need to 
control both the public expenditure planning 
process and the annual voting by Parliament of 
supply expenditure on a resource basis mean it is 
unlikely that the government would ever relin- 
quish control over government reporting to an out- 
side body. The ASB cannot presume its 
pronouncements will be followed, it must show its 
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conceptual framework is appropriate to the unique 
circumstances of government. 

The SoP has also been subject to heavy criticism 
in the commercial sector, most notably by 
Ernst& Young (1993:2) 


‘Accounts are to be constructed around rules 
aimed at “getting the balance sheet right’ ... This 
approach has a certain amount of intuitive ap- 
peal. Laymen tend to think of a balance sheet as 
a statement of a company’s wealth, and on this 
basis it may seem sensible to measure profits 
and other gains by measuring the increase in that 
wealth. But we think it puts the cart before the 
horse. In our view the balance sheet does not and 
cannot properly reflect the worth of the compa- 
ny, whatever the measurement basis used. This 
is because the value of the company lies in its 
ability to generate future cash for its stakehold- 
ers, not in the individual values of its present as- 
sets and liabilities. We believe that the primary 
focus should be on the measurement of earnings, 
and that the balance sheet should be seen as a 
residual statement, derived from measuring the 
company’s profits and not the other way round.’ 


This argument is much stronger when applied 
for PBEs. The public sector ‘got the horse out of 
the stable’ (introduced accrual accounting) in order 
to measure the consumption of resources appropri- 
ately. The cart (the balance sheet) is extremely dif- 
ficult to assess with any degree of accuracy 
because of the nature of public sector assets and li- 
abilities (what is the value of heritage assets such 
as Nelson’s column or the pension liability of the 
UK government?) and to some extent irrelevant 
given the unique tax raising powers of govern- 
ment. Government assesses whether debt is sus- 
tainable based on its percentage of GDP, not the 
balance sheet gearing ratio. On the other hand, the 
comparative cost of public services is important in 
assessing the proper use and stewardship of public 
services. 

During the 25 years since Anthony’s seminal 
work New Public Management (NPM) has devel- 
oped. NPM emphasises the introduction of private 
sector management techniques and the application 
or simulation of competitive market behaviour. 
Typical reforms include features such as: 


* clearly defined outputs and goals; 


e resource allocation linked to performance meas- 
urement; 


e yardstick competition and benchmarking; 
* greater flexibility in hiring and compensation; 
* cost-cutting and labour discipline; and 


* breaking up monolithic ministries into decen- 
tralised units or agencies centred on well-de- 
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fined products or tasks. 


More generally, NPM includes increased orien- 
tation on the private sector to provide public serv- 
ices and as a model for managing these services. 
Responsibilities are devolved and there is an in- 
creased emphasis on managerialism and giving 
managers the power and right to take an increasing 
range of decisions. There is a move from the state 
being a provider of services to purchasing these 
services from the private or voluntary sectors 
through out-sourcing, contracting or public private 
partnerships. 

Nevertheless, underlying or natural differences 
between profit orientated bodies and the public 
sector remain. Governments provide social goods 
that often cannot be left to the market because of 
externalities or the consumption of goods is non- 
rival (Musgrave and Musgrave, 1989). The partak- 
ing of public benefits does not reduce the benefit 
available to others, for example, water fluoridation 
or defence expenditure. 

Ellwood (2002: 584) shows how changes in UK 
public sector accounting in the 1990s were largely 
due to NPM reforms. 


‘[They] provided the impetus for more commer- 
cial style accounting in health, local government 
and central government. The specific focus was 
largely in obtaining improved information on re- 
sources consumed and thus enabling compar- 
isons between service providers within the 
public sector and with private sector providers. 
Accruals accounting enabled more reliable, 
‘full’ costs to be derived and the private sector 
style of accounting fitted well with the 
Conservative government's commercial ethos.’ 


The IASC (1989) supported the FASB view that 
financial statements prepared on an accrual basis 
are more useful in making economic decisions. 
The Public Sector Committee of the IFAC (2000: 
229) defines the accruals basis as: 


‘A basis of accounting under which transactions 
and other events are recognised when they occur 
(and not only when cash or its equivalent is re- 
ceived or paid). Therefore the transactions and 
events are recorded in the accounting records 
and recognised in the financial statements of the 
periods to which they relate.’ 


This requires the application of the matching 
principle not a balance sheet focus. The public sec- 
tor developed accrual accounting to get the bene- 
fits in the operating statement through the better 
measurement of service costs not primarily for the 
debatable financial position shown in the balance 
sheet. 

The benefits of accruals accounting as sum- 
marised by Evans (1995) are largely the better 
measurement of costs and revenues including 
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comparison between years and with outside sup- 
pliers and a greater focus on outputs rather than in- 
puts, together with improved information for asset 
and liability management. These benefits fit neat- 
ly with the reforms embedded in NPM but not with 
a SoP based on a balance sheet focus. The benefits 
of accrual accounting require the matching of ex- 
penditure to the outputs provided. The public sec- 
tor appears to have realised the value of traditional 
commercial accounting at a time when the com- 
mercial sector was shifting the focus from tradi- 
tional stewardship to investor decision-making. 
Paton and Littleton (1940) described two essential 
facets of financial reporting: (1) accounting should 
be based on price aggregates that result from bar- 
gained exchanges, and (2) income could be appro- 
priately measured by recognising revenue when 
realised and matching incurred costs with those 
revenues. This second point is what is important in 
NPM and what is lost in the current move to ‘com- 
prehensive income'. The SoPpbe (2005:82) after 
reiterating paragraphs 5.28 and 5.29 on ‘matching’ 
from the original SoP explicitly states: “This means 
that the Statement does not use the notion of match- 
ing as the main driver in the recognition process.’. 
Chan (2005) categorises degrees of accrual ac- 
counting from mild accrual to radical accrual. 


* mild accrual recognises current financial re- 
sources and current liabilities; 


* moderate accrual recognises long term financial 
resources and long term liabilities in addition to 
current financial assets and current liabilities; 


* strong accrual includes also capital resources 
and contingent liabilities; and 


* radical accrual includes the present value of fu- 
ture revenues and social policy commitments in 
addition to current and long term liabilities. 


In the private sector, accrual accounting refers to 
the recognition of revenue on the bases of goods 
and services rendered and the recognition of ex- 
penses for the assets used and liabilities incurred in 
generating revenue. On the other hand, the public 
goods characteristics of many government servic- 
es make it difficult to recognise government rev- 
enues in this way. Chan (2005:6) argues that 
‘proposals to meet strong accruals would not meet 
the cost-benefit tests in developing countries.' But, 
we argue that in developed countries, the question 
of whether accounting using radical accruals pro- 
vides additional cost-benefit has not been fully ad- 
dressed. 

The current commercial approach to focus on 
the balance sheet is giving rise to huge problems 
when attempting to apply the requisite recognition 
criteria in a public sector context. The problem 
with a common conceptual framework is manifest 
most in terms of its effect in the associated ac- 
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counting standards. To recognise present obliga- 
tions on child benefit, unemployment benefit and 
old age pensions would introduce huge liabilities. 
The problem of non-exchange revenue (non-re- 
ciprocal transactions) is equally daunting — should 
a balance sheet approach be applied to direct and 
indirect taxation, grants and donations. IFAC is 
presently grappling with such issues after having 
issued 20 IPSAS based on commercial accounting. 

The IFAC (2004) issued proposals on reporting 
for *Revenue from Non Exchange Transactions'. 
The proposals follow the private sector ‘assets and 
liabilities’ approach to revenue recognition. The 
IFAC proposals initially suggest the government 
should recognise tax revenues according to when 
‘the taxable event occurs’ rather than when the tax 
is due to be paid. However, recognition criteria re- 
quire that it is probable that the future economic 
benefit will flow to the entity; and the fair value 
can be measured reliably. Thus it is accepted that 
for government taxation, the recognition criteria 
are likely to be met when the resources are re- 
ceived. The resultant proposals appear similar to 
the approach adopted in the Government Finance 
Statistics Manual (IMF, 2001). The ‘right’ answer 
appears to have been contrived by contortions 
from the original SoP. 

Similarly, in ‘Accounting for social obligations’ 
(IFAC, 2004) using the balance sheet approach for 
non-exchange transactions and thus identifying the 
point in time when an obligation arises is prob- 
lematic, and as the ACCA (2004:5) has respond 
to the IFAC: 


"[T]he political obligation that a government has 
to provide future social services is fundamental- 
ly different from the legal obligation which an 
entity has to pay debts.' 


Thus the balance sheet focus does not fit well 
with the unique problems of government reporting. 
National accounting (formerly national income ac- 
counting) produces statistics for the whole econo- 
my that attempt to measure the production of goods 
and services i.e. a concept of wealth creation. The 
government uses General Financial Statistics in its 
management of the economy, but financial report- 
ing is entity-based and while broad reconciliations 
can be made at a macro level, GFS and financial 
reporting are necessarily derived from differing 
data sources. 

As commercial accounting permeates further 
into public sector financial reporting, there is a 
danger of an ‘unbalanced’ balance sheet — one that 
acknowledges dubious liabilities but excludes 
valuable assets (such as the Crown Jewels) or tax 
raising powers. Barton (2004:281) has shown how 
nonsensical a commercial approach can be when 
applied to a government department. 


*[F]rom its financial statements the Australian 
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Defence Forces appear to be the most profitable 
enterprise in the nation — their profits and divi- 
dends far exceed ...those of the largest private 
corporations.’ 


3.3. Measurement and presentation in accounting 
statements 

The SoPpbe acknowledges in Chapter 6 that 
PBEs may provide goods and services free of 
charge or substantially below market rates. This 
inevitably causes problems in computing current 
value. In practice, UK public sector bodies are 
using a plethora of valuation bases (Ellwood, 2003) 
and though they claim to apply modified historic 
cost, Jones (1998) remarked how it has been "mod. 
ified out of all recognition’ when compared with 
commercial bodies. 

The SoPpbe recognises that further information 
is necessary in order for users to make a full as- 
sessment of the stewardship of PBEs. Similarly 
GASB acknowledges that basic financial state- 
ments will not meet its financial reporting objec- 
tives (Allen, 2002). Public sector bodies such as 
local authorities have traditionally provided more 
forward-looking information than commercial 
companies for example budgetary information. In 
the private sector management is held to account 
for profits and large salaries may be forgiven if re- 
turns are strong. In the public sector management 
is held accountable for the efficient and appropri- 
ate use of resources and this requires greater dis- 
closure. In local government, electors can inspect 
the accounts and have access to the auditor. 

Greater disclosure in particular would appear to 
be required on difficult issues such as social bene- 
fits. The public is concerned to know whether pen- 
sions or social benefit schemes are affordable and 
this is arguably much more important than includ- 
ing contentious figures in the balance sheet. 

In Chapter 8 the SoPpbe is amended to include 
the combination of PBEs without consideration 
(i.e. ‘a gift’), consequently goodwill may not be 
appropriate. The boundary of the reporting entry is 
considered to be the same as for profit-orientated 
bodies, but this ignores the sovereign power of 
government which surely leads to a locus of con- 
trol that is much greater than private sector enti- 
ties. However, as Heald and Georgio (2000) note, 
the Treasury will ensure that boundaries are com- 
patible with Parliamentary requirements. 

The eight chapters of the original SoP have been 
adapted with minimal changes in the reinterpreta- 
tion (ASB, 2005). Whether such an approach ts ap- 
propriate does not appear to have been adequately 
discussed. 


4. Conclusions 
Conceptual frameworks purport to provide a theo- 
retical underpinning for financial reporting related 
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to the objectives of financial accountability and 
user needs. Likierman (1998) argued that adapting 
the private sector framework for the public sector 
provides a ‘read across’ to the private sector and 
uses an established framework rather than rein- 
venting the wheel. When a government owes 
money, it has a liability just as does a business. 
And, when it carries out operations using sub- 
sidiary organisations, then it includes those activi- 
ties in its financial statements, just as a business 
does. Many accounting rules for recognising, 
quantifying, valuing and recording transactions 
and events are the same for government as they are 
for business. However, there are many unique pub- 
lic sector circumstances to which a conceptual 
framework must relate. Fundamental differences 
between the public sector and the commercial sec- 
tor require the reporting framework to be designed 
specifically for the sector not a minimalist revision 
of a commercial framework. Democratic account- 
ability, collective and welfare goods and services, 
tax-raising powers, debt capacity limits are crucial 
differences from the context of commercial firms. 
One underpinning conceptual framework cannot 
fit organisations with such fundamental differ- 
ences. Furthermore is such comparability so im- 
portant. Näsi (1999) observes: 


‘Comparability is, of course, a fine thing, but if 
the economic entities themselves cannot, in real- 
ity, be compared with each other or, at best, only 
to some slight extent, the application of the same 
accounting system will provide few, if any, 
blessings.’ 


Accruals accounting has advanced remarkably 
across the UK public sector and there have been 
many acknowledged benefits that are aligned with 
New Public Management. There is also consider- 
able merit in drawing upon UK GAAP when in- 
troducing reporting standards for the public sector 
but the case for a radical accruals approach as is 
adopted in the commercial sector has not been 
fully investigated. 

Conceptual frameworks add ‘legitimacy’ to 
accounting standards and enhance the standing of 
the standard setters. The reinterpretation of the 
UK SoPpbe (ASB, 2003 and 2005) is opportune 
at a time when the ASB’s role is diminishing but 
we argue that it fails to give adequate attention to 
the requirements of public sector accountability 
and there is no assurance that government will fol- 
low it. 

The objectives and users of public sector ac- 
counting statements are much wider than those 
presumed for profit orientated entities and certain- 
ly not focused on wealth creation. FASB rejected 
the popular matching-based concept of income 
and adopted the enhancement of wealth concept 
for the conceptual framework and this has been re- 
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iterated by the IASB and in the frameworks of in- 
dividual countries such as the SoP (ASB 1999). 
However as argued above the accountability re- 
quirements of profit-oriented bodies do not corre- 
spond to the accountability requirements of public 
sector bodies that is focused on stewardship and 
the proper and efficient use of public money. 
Economic decision-making may be appropriate 
(the future grows from the past and ex post infor- 
mation is needed to help formulate policies for the 
future) but not usually with a view to public sector 
wealth creation. 

The apparent lack of interest in developing a 
public sector conceptual framework coupled with 
the introduction of NPM and the ascendancy of ac- 
cruals accounting has led to apparent acceptance 
of the private sector model by countries across the 
world. New Zealand has adopted the private sector 
framework for many years (Pallot, 1997) and 
many countries are currently adapting conceptual 
frameworks for the public sector. The IFAC in the 
late 1990s embarked on the development of a set 
of International Public Sector Accounting 
Standards (IPSAS) essentially based on IASs. By 
2003 IFAC had published 20 standards and sever- 
al exposure drafts before it moved on to consider 
unique aspects of government accounting such as 
non-exchange transactions and the accounting for 
social policies. But by merely adopting or reinter- 
preting private sector frameworks or commercial 
accounting standards the uniqueness of govern- 
ment accounting was not given primary focus. 
Unique features such as taxation revenue; pen- 
sions and benefits; government debt capacity lim- 
its and government grants cannot be dealt with 
appropriately as afterthoughts. 

The balance sheet focus does not fit well with a 
public service perspective. The matching principle 
is valuable in determining comparable perform- 
ance data, but wealth creation has little relevance 
in the context of PBEs. If the concept of compre- 
hensive income is not related to a capital mainte- 
nance concept there is a danger that many of the 
benefits of accrual accounting to the public sector 
(benchmarking, performance comparisons, asset 
management) may be jeopardised. The concepts of 
revenues and expenses are important in a public 
sector service provision and should not be hidden 
in gains and losses. Furthermore, the balance sheet 
is extremely difficult to compile on a reliable and 
relevant basis. The valuation problems relating to 
community and heritage assets have not been con- 
sistently thought through, the problems of ac- 
counting for social programmes or political 
commitments even more so. Consequently, work- 
ing from the balance sheet as the primary docu- 
ment is contentious in a public sector context. 

To use the definitions of the elements of ac- 
counting statements determined for profit orientat- 
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ed entities they have to be interpreted to have a dif- 
ferent meaning for public benefit entities. This 
gives the illusion of convergence but arguably is 
more a pretence or sham (Newberry, 2002) and in- 
deed, as argued here such convergence of concep- 
tual frameworks would not do justice to the 
inherent differences between the sectors. 

There has been significant global accounting 
convergence including convergence between pub- 
lic and private sector accounting. Reform of pub- 
lic sector financial accounting has brought it more 
in line with commercial accounting and may en- 
able benefits in terms of the accountability for the 
quantity and the quality of services that are pro- 
vided. There is obvious value in using accepted 
commercial practice where it is valid to do so and 
clearly stating non-adherence when it is not. On 
the other hand, a generic model of accounting can- 
not apply when the purpose and needs of account- 
ing are so different. A robust, universal conceptual 
framework across sectors appears unachievable 
and undesirable. The differing interpretations and 
modifications may give the illusion of conver- 
gence but in many ways it is a pretence masking 
valid differences 1n accountability requirements — 
a universal framework is 'a bridge too far'. 
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Earnings management within Europe: the 
effects of member state audit environment, 
audit firm quality and international capital 


markets 


Steven J. Maijoor and Ann Vanstraelen* 


Abstract — This paper studies eamings management in a European context. More specifically, the effects of three 
factors on earnings management within Europe are studied: member state audit environment, audit firm quality and 
presence in international capital markets. The national audit environments within Europe vary strongly in terms of 
independence rules and auditor liability. Hence, it can be expected that the restrictions imposed by national audit 
environments on earnings management vary. However, there are two factors that can mitigate the national audit en- 
vironment effect: Big Four audit firm quality and a company's reliance on international capital markets. Using data 
for the period 1992—2000 from listed firms in three EU countries with clearly distinct audit environments (France, 
Germany and the UK), we have the following main findings. First, a stricter audit environment reduces the magni- 
tude of earnings management, irrespective of the type of auditor (Big Four audit firm or non-Big Four audit firm). 
Second, there is no evidence of an international Big Four audit quality effect in Europe. Third, a company's reliance 
on international capital markets does not limit its earnings management.The evidence provided in this study is rel- 
evant for the current debate in the European Union on the harmonisation of auditing. For the comparability of earn- 
ings, not only is the standardisation of financial reporting important but also the standardisation of enforcement 
mechanisms, as embodied in the national audit environment and the quality of audit firms. The results of this study 


suggest that the enforcement of financial reporting still varies strongly across member states of the EU. 


1. Introduction 

This study examines the effects on earnings man- 
agement of differences in EU member states’ audit 
environments, audit firm quality and reliance on 
international capital markets. Our paper con- 
tributes to the literature in three ways. First, Gore 
et al. (2001) pointed out that there is an ‘increasing 
interest in the impact of different economic envi- 
ronments and GAAP regimes on the attributes of 
accounting earnings (Pope and Walker, 1999; Ali 
and Hwang, 2000; Ball et al., 2000), and on the in- 
cidence of earnings and forecast management 
(Brown and Higgins, 2001; Leuz et al., 2003)’. 
Our paper contributes to this increasing interest by 
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analysing the incidence of earnings management 
in three European countries: France, Germany, and 
the UK. These three countries clearly vary in terms 
of their audit environment (independence rules 
and auditor liability). These three countries are 
also the originating countries of three distinct legal 
traditions: French code law, German code law and 
English common law (LaPorta et al., 1998).! We 
study the effect of differences in national audit en- 
vironments on the magnitude of earnings manage- 
ment. Second, given that there is strong evidence 
in the US of Big Four audit firm conservatism (e.g. 
Becker et al., 1998), we consider whether Big 
Four? auditors constitute a constraint on earnings 
management in the three European countries under 
study and if so, whether this quality effect over- 
rides differences as a result of national audit envi- 
ronments. In other words, to what extent do the 
international Big Four audit firms provide a stan- 
dardised high quality audit across different juris- 
dictions within Europe? Finally, we consider 
whether a listing on the New York Stock Exchange 


! For a detailed description of the legal and accounting en- 
vironment of these three countries, we refer to Giner and Rees 
(2001). 

? For convenience, this paper uses the term 'Big Four audi- 
tor' to identify the large international audit firm networks. 
Some of the studies referred to were conducted before the 
mergers resulted in a reduction to four international audit firm 
networks. 
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“ACN YSE) influences the incidence of earnings man- 
Ñ ‘agement. The effect of a listing on an internation- 
Aal capital market can be twofold. A foreign 
‘exchange listing might result in additional regula- 
Mory requirements je national bei 









BRincentives for increasing the level of earnings 
agement. The net effect of these opposing 
Kes 18, a priori, unclear. 


‘teased the comparability of financial statements 
within the EU. Further, expectations are that the 
requirement for listed companies in the EU to 
apply International Financial Reporting Standards 
(IFRS) for the consolidated financial statements as 
of the year 2005 will further increase comparabil- 
ity of earnings. However, the comparability of 
earnings reported not only depends on the set of 
accepted accounting standards, but also on the na- 
tional quality of audits and the constraints imposed 
on earnings management by the national audit en- 
vironment. So far, the standardisation of national 
auditing laws and regulations within the Buropean 
Union bas been rather limited (Buijink et al., 
1996). 

Related to this issue is whether the Big Four 
audit firms provide the same audit quality across 
countries. While the minimum levels of national 
audit quality might vary from country to country, 
it could be argued that the Big Four audit firms 
have strong incentives to provide the same high 
audit quality level in different countries. The rea- 
son is that their clients attract capital from interna- 
tional markets, and even national audit failures 
will affect their international reputation. 

The main findings of this study are the follow- 
ing. First, the magnitude of earnings management 
across countries in the EU appears to be a function 
of differences in national audit environments. In 
particular, the results suggest that companies in a 
country with a strict audit quality regime engage 
less in earnings management compared to compa- 
nies in a country with a more flexible audit regime. 
Second, the presence of a Big Four auditor cannot 
override the observed differences in level of earn- 
ings management as a result of the national audit 
environment. In addition, the Big Four audit qual- 
ity effect is not found to be uniform across 
European countries. Finally, the results regarding 
the reliance on international capital markets sug- 
gest that a cross-listing on the NYSE does not con- 
strain earnings management but rather is 
associated with a higher level of abnormal work- 
ing capital accruals. Overall, these results imply 
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that stricter auditor independence regulation can 
increase earnings quality, that there is no global 
Big Four audit quality effect in Europe, and that 
the bonding role of SEC regulation does not limit 
earnings management of European companies. 

The remainder of this paper is organised as fol- 
lows. In Section 2, we review relevant previous lit- 
erature. In Section 3, we develop our research 
hypotheses. The differences in audit environment 
between France, Germany and the UK are de- 
scribed in Section 4. Sections 5 and 6 describe the 
sample selection procedure and the research de- 
sign. In Sections 7 and 8, we present the empirical 
results of the main analysis and sensitivity analy- 
ses. Finally, we draw conclusions, address limita- 
tions of the study and give suggestions for future 
research. 


2. Previous literature 


2.1. International differences in earnings 
management 

Ball et al. (2000) suggest that the demand for ac- 
counting earnings is systematically different in 
code-law countries compared to common-law 
countries. Common-law countries are charac- 
terised by: transactions at 'arms-length'; a diverse 
base of investors; and a relatively high risk of liti- 
gation. In code-law countries, capital markets are 
less active. Companies are more financed by 
banks, other financial institutions and the govern- 
ment, which results in less need for public disclo- 
sure. Moreover, litigation rates are relatively low. 
Daske et al. (2003) provide evidence that disconti- 
nuities in the distribution of earnings are more pro- 
nounced in code-law countries, and especially in 
German accounting origin countries, compared to 
the US and the UK. Hence, earnings management 
and loss avoidance practices appear to be more 
prevalent in companies from code-law countries 
compared to companies from common-law coun- 
tries. 

Leuz et al. (2003) provide evidence suggesting 
that companies in countries with developed equity 
markets, dispersed ownership structures, strong in- 
vestor rights and legal enforcement engage in less 
earnings management. 

Coppens and Peek (2005) examine earnings 
management by private companies in Europe. 
They find that private European companies in 
countries with low financial and tax alignment 
avoid small losses, and that private European com- 
panies in countries with high financial and tax ac- 
counting alignment manage earnings to reduce 
taxes. 

In this paper, we focus on the variation in the 
level of earnings management of companies with- 
in Europe. We select one common-law country 
(UK) and two code-law countries (France and 
Germany). These three countries are clearly dis- 
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tinct from each other in terms of audit environ- 
ment. Following the results of Leuz et al. (2003), 
France and Germany are in the same institutional 
cluster, defined as ‘insider economies with less-de- 
veloped stock markets, concentrated ownership, 
weak investor rights, but strong legal enforce- 
ment'. However, France and Germany are very 
different in terms of flexibility of audit quality 
regime. We examine to what extent the differences 
in audit environment in each of the three countries 
have an effect on the extent of earnings manage- 
ment. 


2.2. Audit constraint on earnings management 

Evidence has been provided in the US and the 
UK that Big Four audit firms constitute a con- 
straint on earnings management. Using US data, 
DeFond and Jiambalvo (1991) show that non- 
fraudulent clients of Big Four auditors are less 
likely to have errors or irregularities, which are 
considered to be proxies for earnings management. 
In a subsequent study, DeFond and Jiambalvo 
(1993) provide evidence that auditor-client dis- 
agreements, resulting from incentives to manage 
earnings, are more likely to occur in the case of a 
Big Four auditor. 

Similarly, Becker et al. (1998) provide evidence 
that clients of non-Big Four auditors report discre- 
tionary accruals that increase income relatively 
more than the discretionary accruals reported by 
clients of Big Four auditors. Moreover, it was 
found that the mean and median of the absolute 
value of discretionary accruals are greater for 
firms with non-Big Four auditors. Francis et al. 
(1999) report for a sample of NASDAQ firms that, 
even though Big Four auditors have higher levels 
of total accruals, they also have lower amounts of 
estimated discretionary accruals. Chung et al. 
(2003) find evidence in the US that Big Four audi- 
tors influence their clients to adopt more conserva- 
tive accounting procedures. For UK firms, Gore et 
al. (2001) show that Big Four auditors are more 
able to constrain earnings management than non- 
Big Four auditors when a high level of non-audit 
services is provided. - 

Despite these consistent findings of a Big Four 
audit firm quality effect, it should be noted that 
nearly all studies are conducted within Anglo- 
Saxon countries. In the context of this study, it can 
be questioned whether the Big Four audit firm 
quality effect holds in all audit environments. For 
example, Francis and Wang (2004) document that 
Big Four auditor conservatism is greater in coun- 
tries with strong investor protection environments 
and a common law legal tradition. 

We examine whether Big Four audit firms re- 
duce the level of earnings management in the three 
European countries (two code law and one com- 
mon law) included in our study, to what extent this 
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quality effect overrides differences in national g | 
audit environments, and more importantly whether : 
the effect 1s similar in all three countries. 


2.3. Measures of earnings management 

Different models have been suggested in the lit 
erature to measure earnings management. Healy 
and Whalen (1999), Young (1999) and McNicho 
(2000) provide a good overview of the earnin 
management literature and the different models 
used to measure earnings management. Three dif. 
ferent approaches are commonly used to detect/ 
earnings management: (i) aggregate accruals mod, ` 
els; (11) specific accruals models; and (iii) frequen: — 
cy of distribution approaches (McNichols, 2000). 
Unfortunately, none of the existing approaches 
perfectly captures discretionary accruals. Being ` 
aware that there is no best method to estimate dis- 
cretionary accruals, we have chosen to examine 
working capital accruals to detect earnings man- 
agement for the following reasons (see Peasnell et 
al., 2000; DeFond and Park, 2001). 

First, DeFond and Jiambalvo (1994) and Teoh et 
al. (1998) argue that working capital accruals are 
more susceptible to manipulation than non-work- 
ing capital accruals. Beneish (1998) and Young 
(1999) argue that focusing exclusively on the 
working capital component of total accruals is 
“potentially more appealing since continuous (i.e., 
year-on-year) earnings management via the depre- 
ciation accrual is likely to have limited potential 
due to its visibility and predictability” (Peasnell et 
al., 2000). 

Second, the commonly used regression-based 
accrual estimation methods (e.g. the Jones model) 
require large time-series of observations or a large 
number of industry-specific observations (e.g. 
DeFond and Jiambalvo, 1994). Using working 
capital accruals, we avoid the regression estima- 
tion problems to detect earnings management that 
occur outside the US due to smaller sample sizes. 
Indeed, one could argue that small-sample prob- 
lems may increase the inaccuracy in estimating 
discretionary accruals. 















3. Development of hypotheses 
The main argument in this paper concerns the ef- 
fects of differences in national audit environments 
on earnings management by companies. The na- 
tional audit environments within Europe vary 
strongly in terms of independence rules and audi- 
tor liability. Hence, it can be expected that the re- | 
strictions imposed by national audit environments 
on earnings management vary. We hypothesise 
that: 
Hypothesis 1: Companies in EU member states 
with strict audit quality regimes report ceteris 
paribus relatively lower absolute values of ab- 
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normal working capital accruals compared to 
companies in EU member states with flexible 
audit quality regimes. 


It can be argued that the expected national audit 
environment effect on earnings management is in- 
fluenced by the type of audit firm. This expecta- 
tion is based on the argument that Big Four audit 
firms attempt to control the quality of their audits 
across jurisdictions. As the production of their au- 
dits is based on internationally recognised brand 
names, they have an incentive to provide a uni- 
form level of audit quality in different countries. 
Consequently, it is hypothesised that: 


Hypothesis 2: The magnitude of the absolute 
value of abnormal working capital accruals is ce- 
teris paribus less affected by the type of national 
audit quality regime, in case of a Big Four audit 
firm compared to a non-Big Four audit firm. 


While the laws and regulations in BU member 
states might set a minimum level of audit quality, 
companies and their auditors might voluntarily opt 
for a higher audit quality level for capital market 
reasons. Companies relying on international capi- 
tal markets do not only take the restrictions 1m- 
posed by their national market into account, but 
also the restrictions of the host country where they 
have an additional listing. For example, a German 
company listed on the NYSE, is also affected by 
the restrictions imposed by the SEC. It can be ex- 
pected that this will affect the level of earnings 
management by the German company. Indeed, for- 
eign companies listed on the NYSE fall under the 
jurisdiction of the SEC, which 1s known to be a de- 
manding regulator (Lang et al., 2003). Cross-listed 
firms on the NYSE face more requirements in 
terms of additional disclosure, reconciliation of net 
income and shareholders' equity to US GAAP, and 
are subject to a higher litigation risk. However, it 
should be acknowledged that prior to the 
Sarbanes-Oxley Act (2002) the requirements for 
foreign firms cross-listed on the NYSE were less 
strict than for domestic firms. For example, during 
the period of our study (1992-2000), the NYSE 
permitted listed non-US companies to follow 
home country practices with regard to corporate 
governance and audit requirements. When the 
Sarbanex-Oxley Act comes into force for non-US 
companies with a listing on the NYSE (which will 
be for fiscal years ending after June 15, 2006), the 
flexibility of these non-US companies to follow 
home country practices with respect to corporate 
governance and audit requirements will be strong- 


3 It is noted that the Eighth Directive of 1984 is currently 
being revised. The European Commission expects to publish 
the revised Eighth Directive in 2006. It is expected that the re- 
vised Directive will reduce the large variation in auditing reg- 
ulations across EU member states. 
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ly reduced. Despite the fact that during the period 
of study the SEC was less strict for foreign regis- 
trants, it can be expected that the US environment 
was still more demanding than the BU environ- 
ment. 

Reliance on international capital markets might 
also have an opposing effect on earnings manage- 
ment. International capital markets might increase 
the incentives for earnings management, for exam- 
ple as a result of capital market pressures to meet 
management forecasts. Hence, the direction of the 
effect of reliance on international capital markets 
on earnings management is unclear. Lang et al. 
(2003) provide evidence that non-US firms cross- 
listed in the US appear to be less aggressive in 
terms of earnings management and report in a 
more conservative and timely manner compared 
with a matched sample of foreign firms not cross- 
listed in the US but satisfying the listing criteria 
for the exchange on which the cross-listed firm is 
traded. However, Joos (2003) argues, ‘although 
the viewpoint of the bonding role of SEC regula- 
tion 1s well-established in the literature, recent em- 
pirical work questions the effectiveness of the SEC 
regulation and its enforcement’. A more recent 
study by Lang et al. (2004) provides evidence that 
the earnings characteristics of non-US firms listed 
in the US differ systematically from domestic US- 
listed firms. A potential explanation for this result 
is that the SEC’s enforcement policy is less effec- 
tive against foreign firms. Given that the direction 
of the effect of a cross-listing on the NYSE is a pri- 
ori unclear, we hypothesise that: 


Hypothesis 3: The absolute value of abnormal 
working capital accruals of companies cross-list- 
ed on the NYSE will ceteris paribus differ from 
the absolute value of abnormal working capital 
accruals of companies not relying on this inter- 
national source of capital. 


4. Member State Audit Environment 

The Eighth Directive. (84/253/EEC) aimed to 
achieve harmonisation of auditing regulation with- 
in the EU. However, the Directive was very gener- 
al and EU member states were free to maintain and 
apply specific national auditing regulations. This 
has resulted in a large variation in auditing regula- 
tion across EU member states? This variation is 
clearly shown in the study of Buijink et al. (1996) 
providing a detailed description of the auditing 
regulations in the member states of the EU. The 
countries included in our study (France, Germany 
and the UK) also clearly show variation in strict- 
ness of auditor independence regulation. We rank 
the regulatory systems in the countries included in 
this study as follows from a relatively strict audit 
quality regime to a more flexible audit quality 
regime: France, UK and Germany. This ranking 
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is based on the presence or absence of auditor in- 
dependence rules, which aim to promote audit 
quality in these countries and for which there is 
cross-country variation. In particular, we consider 
auditor independence rules for listed firms 
on: length of audit mandate, rotation of audit part- 
ners, number of statutory auditors, approval of 
appointment, disclosure of audit fees, provision 
of management advisory services, advertising, 
peer review, review by regulators, auditors 
moving to clients or vice versa, and audit commit- 
tees. Furthermore, we compare the risk of litiga- 
tion in the three countries under study. Table I 
provides an overview of the presence or absence 
of each of these independence rules during the 
period under study (1992—2000) based on Buijink 
et al. (1996), Ordelheide (2001) and publications 
available on the websites of the national 
auditing professions (http://www.icaew.co.uk; 
http://wwwencc fr; http://www.idw.de). 

France is the country that has the highest number 
of regulations regarding audit quality. In particu- 
lar, France imposes restrictions on the minimum 
length of the audit mandate, listed firms that need 
to consolidate are required to have a joint audit and 
the appointment of the statutory auditor needs to 
be approved by the stock exchange regulatory au- 
thority. The provision of management advisory 
services and advertising are not allowed and there 
are restrictions on auditors moving to clients or 
client personnel moving to audit firms. Statutory 
auditors are subject to reviews by peers and regu- 
lators. The UK is classified as the country with the 
second most strict audit quality regime. In particu- 
lar, the UK has a requirement for rotation of audit 
partners, audit fees must be disclosed, auditors are 
subject to reviews by regulators, and there are re- 
strictions on auditors moving to clients or client 
personnel moving to audit firms. Furthermore, the 
UK has a high risk of litigation compared to 
France and Germany. As shown in Table 1, 
Germany has a very limited number of auditor in- 
dependence rules to safeguard audit quality. 
Moreover, the risk of litigation in Germany is low 
(see Blij et al., 1998). Hence, Germany has the 
most flexible audit quality regime of the three 
European countries included in our study. As stat- 


4 [t is acknowledged that a potential survivorship bias can- 
not be ruled out given that we had to use the June 1998 
Worldscope database for our sample that stretches back to 
1992. However, prior research (e.g. DeFond and Jiambalvo, 
1994) has shown that financially stressed companies engage 
On average in more earnings management compared to non- 
stressed companies. Hence, including soon-to-be bankrupt 
companies will at a minimum not work against finding sup- 
port for our hypotheses, and are likely to reinforce our results. 

5 Tests were also conducted with taking the average of the 
previous two years. This gives very similar results. However, 
the data loss was substantial. Therefore, we present the results 
using only working capital of the previous year. 
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ed in Hypothesis 1, we expect that companies 
domiciled in countries with a stricter audit quality 
regime (France and UK) will engage less in earn- 
ings management compared to companies in coun- 
tries with a more flexible audit quality regime 
(Germany). Subsequently, we test whether the ex- 
pected national audit environment effect is miti- 
gated by audit firm quality and reliance on an 
international capital market, more specifically a 
cross-listing on the NYSE. 


S. Sample selection 

To collect data for this study, we used the August 
2002 version of the Osiris database and the June 
2000 and June 1998 versions of the Worldscope 
database. The Osiris and Worldscope databases 
contain historical financial data up to 10 years of 
listed firms around the world. We used the most re- 
cent version as well as two earlier available ver- 
sions of the database to avoid potential 
survivorship bias. Indeed, companies that went 
bankrupt are no longer included in a newer version 
of the database. Data are collected for France, 
Germany, and the UK for the period 1992000. 
All three countries have currently sizable and rela- 
tively well-developed capital markets. Consistent 
with previous research (e.g. Becker et al. 1998), fi- 
nancial institutions (SIC 6000—6999) and utility 
companies (SIC 4000—4999) were excluded. 
These industries have specific accounting require- 
ments, have a high degree of complexity and have 
a different accrual generating process. To reduce 
the effect of outliers, we exclude companies in the 
top and bottom 1% of abnormal working capital 
accruals. These sampling criteria result in a total 
number of usable observations of 17,394 compa- 
nies (France: 3,904; Germany: 4,067; UK: 9,423). 
All companies in our sample are firms listed on a 
stock exchange and 315 or 1.81% of the 17,394 
firm-year observations include a cross-listing on 
the NYSE. 


6. Research design 

As argued above, we examine working capital ac- 
cruals to detect earnings management because 
working capital accruals are more susceptible to 
manipulation than non-working capital accruals. 
Like DeFond and Park (2001), we define working 
capital accruals as the change in non-cash working 
capital (WC). Abnormal working capital accruals 
(AWCA) are defined as realised working capital 
minus normal working capital. Normal working 
capital is assumed to be a fixed proportion of sales 
(Dechow and Kothari, 1998; DeFond and Park, 
2001). We approximate the expected working cap- 
ital in the current year by the working capital of 
the previous year? This gives the following ex- 
pression: 
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Table 1 
Overview of auditor independence rules for listed firms in France, UK and Germany, 1992-2000 

FRANCE UK GERMANY 

-  — M  — [Z 

Strict Flexible 
Length of the first audit mandate 6 Years ] Year? Not regulated 
Length of the renewed audit mandate 6 Years 1 Year? Not regulated 
Audit partner rotation requirement No Yes? No 
Joint audit requirement Yes No No 

a joint audit is required for a 

restricted group of companies, 

including listed firms that need 

to consolidate 
Requirement of approval of Yes No NO 
appointment of statutory auditor for listed firms, banks and except for banks except for banks 
by any party other than the other regulated industries and other regulated and other regulated 
appointing party industries industries 
Disclosure of audit fees No Yes No 
MAS allowed for statutory auditors No Yes° Yes? 
Advertising allowed No Yes Not ` 
Peer review Yes No No 

every 3 years for audit firms 

with listed firms 
Review by regulators Yes | Yes No 

every year every 5 years for audit 

firms with listed firms 

Restrictions on auditors moving Yes Yes No 
to clients or client personnel 
moving to audit firms 
Audit committee requirement No No! No 


Sources: Buijink et al. (1996), Ordelheide (2001) and publications available on the websites of the national 
auditing professions. 

* Private companies are not required to re-elect statutory auditors each year. In that case, the statutory auditor 
remains appointed until action is taken to terminate the appointment. 

> Requirement effective for listed firms from 1 September 1997. 

* The provision of book-keeping and accounting services is forbidden in the case of listed or public-interest 
entities except if the services are of a routine clerical nature. Audit firms within the same legal entity cannot 
provide legal services. 

4 The provision of book-keeping and accounting services is forbidden. 

* All forms of advertising are forbidden. However, an auditor may provide the name of his firm in academic 
articles, speeches, seminars, etc. 

f The Bank of England requires banks to have an audit committee unless there are sound reasons for not having 
an audit committee. The Cadbury Committee recommended the establishment of audit committees but this was 
not mandatory. 
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where: 


AWCA, = Abnormal working capital accruals in 
year t; 


WC, = Non-cash working capital in year t; 


WC, ,, = Non-cash working capital in the year 
preceding year t; 


5, = Sales in year t; 
Sa-1) = Sales in the year preceding year t. 


Subsequently, the abnormal working capital ac- 
cruals of the year are scaled by the sales of that 
year. Our empirical analysis will focus on the ab- 
solute value of discretionary accruals.? Previous 
studies in this area tend to focus on positive dis- 
cretionary accruals, the reason being that auditors 
have a higher risk of reputation loss in case of up- 
ward managed earnings compared to downward 
managed earnings. Hence, audit quality differ- 
ences would especially be revealed in case of up- 
ward managed earnings. However, in the countries 
under study, there might be variations in the direc- 
tion of the incentives to manage earnings. For ex- 
ample, in more tax-oriented reporting systems 
(e.g. Germany), audit quality might be revealed by 
limiting the opportunities for negative discre- 
tionary accruals. Therefore, we will focus on dis- 
cretionary accruals per se. In this respect, Warfield 
et al. (1995) also indicated that the absolute value 
of discretionary accruals is a good proxy for the 
combined effect of income-increasing and income- 
decreasing earnings management decisions. 

The three main company variables of interest in 
this study are: (1) in which EU member state the 
company operates; (2) whether the company is au- 
dited by a Big Four or a non-Big Four audit firm; 
and (3) whether the company is cross-listed on the 
NYSE. The effect of the national audit regime is 
measured with a dummy variable for each country 
under study. The effect of international capital 
markets is measured with a variable indicating 
whether the company is cross-listed on the 
NYSE.’ Of all international capital markets, a 
NYSE listing can be expected to have the strongest 
effects both in terms of additional constraints and 
additional incentives. In terms of regulations re- 
garding the quality of financial reporting, the 
NYSE and the SEC have the reputation of being 
the most restrictive. However, the NYSE is also 
known for having strong incentives to meet capital 
market expectations. Furthermore, we include a 
variable PYLIST for companies anticipating a list- 
ing on the NYSE as the reporting behaviour of 
these companies is also likely to be different. We 
consider a period of one year prior to listing. 

Consistent with previous studies on earnings 
management, the following variables are included 


39 ` 


in the model to control for earnings management 
incentives. First, we control for the size of a com- 
pany proxied by the natural logarithm of total as- 
sets. It is argued in the literature that larger firms 
prefer downward earnings management due to po- 
litical costs (see Young, 1999; Gore et al., 2001). 
Second, a leverage or gearing variable is included 
in the model. The direction of the effect of this 
variable is, a priori, unclear. Highly leveraged 
firms may have incentives for income-increasing 
earnings management in view of debt covenant vi- 
olations (DeFond and Jiambalvo, 1994). However, 
financially distressed companies have also large 
negative accruals as a result of contractual renego- 
tiations providing incentives to reduce earnings 
(Becker et al., 1998). Third, we include a perform- 
ance measure as a control variable. Consistent 
with Dechow et al. (1995) and Young (1999), we 
include cash flow from operating activities to con- 
trol for underlying (poor) performance, which may 
induce income-increasing earnings management. 
Cash flow from operating activities is computed 
indirectly given that direct information on operat- 
ing cash flow is not widely available in the coun- 
tries included in our study. Following Leuz et al. 
(2003), cash flow from operating activities is com- 
puted by subtracting the accrual component from 
earnings? Leuz et al. (2003) compute the accrual 
component of earnings in a similar way to Dechow 
et al. (1995): change in non-cash working capital 
minus depreciation and amortisation. Finally, we 
include industry dummies to control for industry 
effects on earnings management. Formally, the 
model is as follows: 


AWCA, = Po + B, UK + B, FRA + B; Big4, + 
DB,NYSE, + B;PYLIST, + 
P¿LNASSETS, + B,GEAR, + 
B,OPCF, + B,IND, + €, 

where: 


AWCA, = Abnormal working capital accruals in 
year t; 


UK = Dummy variable (UK company = 1, else 0); 


6 Note that we use the terms discretionary accruals and ab- 
normal working capital accruals interchangeably. 

? We requested and received a list from the NYSE with the 
names of all non-US companies listed on the NYSE for each 
year during the period under study 1992-2000. 

5 We would like to thank the referee for suggesting to in- 
clude this variable. 

? A possible consequence is that this may induce a negative 
relationship between our earnings management measure, ab- 
normal working capital accruals, and our OPCF measure. We 
do not believe though that this will affect the impact of our 
variables of interest on the magnitude of abnormal working 
capital accruals. If we run the multivariate analysis without the 
OPCF variable, this does not change the results. 
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Descriptive statistics for absolute value abnormal working capital accruals 


Panel A: Absolute value abnormal working capital accruals across countries 


N Mean Std. dev. 25% 50% 15% 
France 3,904 0.052 0.074 0.011 0.029 0.060 
Germany 4,067 0.062 0.084 0.013 0.033 0.075 
UK 9,423 0.057 0.081 0.012 0.030 0.065 
Pooled 17,394 0.058 0.080 0.012 0.031 0.066 


Panel B: Test of means (Bonferroni test): Multiple comparisons of absolute value of abnormal working 


capital accruals 


Country i Country ] Mean difference (i-j) Standard error Significance 
Germany France 0.011 0.001 0.000 

UK 0.005 0.001 0.001 
France UK -0.005 0.001 0.002 
Panel C: Descriptive statistics 

Minimum Maximum Mean Std. Deviation 

LNASSETS 3.690 19.040 12.027 1.996 
OPCF —7 080 4.310 0.071 0.191 
GEAR —95 465 97.742 0.409 2.760 
NYSE 0 1 0.018 0.13 
PYLIST 0 ] 0.002 0.045 
Big4 0 1 0.640 0.480 
Variable definitions: 


LNASSETS = Natural logarithm of total assets; 


OPCF = Cash flow from operating activities scaled by total assets; 


GEAR = Ratio of long term debt to common equity; 


NYSE = Dummy variable (Company is listed on the NYSE = 1, else 0); 
PYLIST = Dummy variable (Company is listed on the NYSE in year,,, = 1, else 0); 
Big4 = Dummy variable (Company has Big Four auditor = 1, else 0). 


FRA = Dummy variable (French company = 1, 
else 0); 

Big4, = Dummy variable (Company has Big Four 
auditor = 1, else 0); 

NYSE, = Dummy variable (Company is listed 
on the NYSE = 1, else 0); 

PYLIST, = Dummy variable (Company is listed 
on the NYSE in year,,, = 1, else 0); 
LNASSETS, = Natural logarithm of total assets 
in year t; 

GEAR, = Ratio of long term debt to common 
equity in year t; 

OPCF, = Cash flow from operating activities in 
year t scaled by total assets;!° 


IND, = Industry dummies (SIC 10-17: Mining 


& Construction; SIC 20-39: Manufacturing; SIC 
50-59: Wholesale trade; SIC 70-89: Services). 


It should be noted that Germany is the country of 
reference and SIC 01-09 (agriculture, forestry and 
fishing) is the industry of reference. 


7. Empirical results 

The empirical analysis relates to the period 
1992-2000. As argued above, we use abnormal 
working capital accruals as a measure for earnings 
management. Table 2, Panel A, provides descrip- 
tive statistics on the magnitude of abnormal work- 
ing capital accruals in France, Germany and the 
UK. The table clearly suggests that the magnitude 
of earnings management is the highest in Germany 
(0.062), followed by the UK (0.057) and France 
(0.052). This ranking corresponds with our expect- 
ed ranking of countries based on the strictness of 
audit quality regime. The test of means, presented 


10 As a sensitivity test, we have also scaled operating cash 
flows by lagged total assets. This does not change the results. 
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in Panel B of Table 2, shows that all differences in 
earnings management levels between these coun- 
tries are significant. The descriptive statistics for 
the independent variables are reported in Panel C 
of Table 2. 

The Pearson correlation matrix presented in 
Table 3 shows that while there are several statisti- 
cally significant correlations between some of the 
explanatory variables, none are highly correlated. 
In addition, variance inflation factors (VIFs) are 
low which further indicates that there is no multi- 
collinearity. The correlation matrix further indi- 
cates that there is a positive correlation (0.268) 
between a Big Four audit firm and a sample obser- 
vation from the UK, while this correlation 1s neg- 
ative for a sample observation from France 
(-0.207) and Germany (-0.111). This is consistent 
with prior research on audit market structure pro- 
viding evidence that Big Four audit market con- 
centration is much higher in Anglo-Saxon 
countries compared to continental European coun- 
tries (Vander Bauwhede and Willekens, 2004). In 
addition, consistent with expectations, there is a 
positive correlation between company size and a 
Big Four auditor (0.270) and between company 
size and a listing on the NYSE (0.264). 

Table 4 presents the univariate results for the 
pooled sample and the three countries separately. 
The results of the pooled sample show that the 
magnitude of income-decreasing abnormal accru- 
als is not significantly different from the magni- 
tude of income-increasing abnormal accruals. This 
finding suggests that the companies in our pooled 
sample manage their earnings both upwards and 
downwards. This is consistent with DeFond and 
Park (1997) showing that firms engage in income- 
increasing (decreasing) earnings management 
when earnings fall below (exceed) the sample me- 
dian (by industry and year) and that have good 
(poor) future prospects based on analysts' fore- 
casts. At a country level, we find that in France and 
the UK the magnitude of income-increasing ab- 
normal accruals is not significantly different from 
the magnitude of income-decreasing abnormal ac- 
cruals. However, in Germany we observe that the 
magnitude of income-increasing abnormal accru- 
als is significantly higher than the magnitude of in- 
come-decreasing abnormal accruals. A priori, 
considering the importance of presenting positive 
earnings, it can be expected that listed companies 
have on average stronger incentives for income-in- 
creasing earnings management. As argued above, 
Germany is considered to have the least strict audit 
quality regime compared with France and the UK. 
Prior research (Hirst, 1994; Braun, 2001) suggests 
that auditors have a higher risk of reputation loss 
in cases where earnings are managed upwards 
compared with earnings managed downwards. 
However, if.the audit quality regime is weak and 
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the risk of litigation is low, auditors may not have 
sufficient incentives to be conservative. 

The univariate results further show that for the 
pooled sample, Big Four auditors are associated 
with a significantly lower absolute value of abnor- 
mal working capital accruals compared with non- 
Big Four auditors, and also with a significantly 
lower magnitude of income-increasing and in- 
come-decreasing earnings management compared 
with non-Big Four auditors. Given that the UK has 
the largest number of observations in the pooled 
sample, this result may be driven by the UK. 
Indeed, we observe at a country level that this 
audit quality difference is most significant 1n the 
UK. In Germany, the audit quality difference is 
less significant and the differences between Big 
Four and non-Big Four auditors are smaller. In 
France the audit quality difference is not signifi- 
cant. The strong audit quality difference in the UK 
could be explained by the fact that the UK has a 
much stronger investor protection environment 
compared to France and Germany (LaPorta et al., 
1998). Indeed, Francis and Wang (2004) provide 
evidence that Big Four auditor conservatism in- 
creases in more stringent investor protection envi- 
ronments. We explore the Big Four audit quality 
difference in the individual countries at a multi- 
variate level in Section 8. 

Table 4 also shows that the absolute value of ab- 
normal working capital accruals is significantly 
lower for companies listed on the NYSE for the 
pooled sample. Distinguishing between income- 
decreasing earnings management and income-in- 
creasing management, it appears that only in the 
latter category does a NYSE listing have a signifi- 
cant effect. At the country level, we observe that 
companies listed on the NYSE are associated with 
a lower absolute value of abnormal working capi- 
tal accruals, but this difference in magnitude is not 
significant in the individual countries. This is 
probably due to the very small number of observa- 
tions with a NYSE listing when conducting the 
analysis at country level. It is acknowledged that 
in the pooled sample, the number of observations 
with a NYSE listing is also small (1.81%). Hence, 
caution is needed when drawing strong conclu- 
sions about the association between a NYSE list- 
ing and the level of earnings management. 

Finally, it appears from Table 4 that focusing on 
the absolute value of abnormal working capital ac- 
cruals gives overall stronger results than either in- 
come-increasing or income-decreasing abnormal 
working capital accruals. This could be due to the ` 
larger sample size when income-increasing and in- 
come-decreasing earnings management are com- 
bined, which increases the power of the tests. 
Moreover, focusing on the absolute value of ac- ` 
cruals is appropriate as Warfield et al. (1995) show 
that the absolute value of accruals is a good proxy 
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Table 5 
OLS regression results for pooled sample 


ACCOUNTING AND BUSINESS RESEARCH 


Dependent variable: 

Absolute value of abnormal working capital accruals (N = 16,758") 
t-value Significance 
31.036 0.000*** 
-7.535 0.000*** 
—5.879 0.000*** 
-0.748 0.455 

3.999 0.000*** 
1.668 0.095* 
—18.358 0.000*** 

0.791 0.429 
—16.579 0.000*** 
8.494 0.000*** 
—3 441 0.001*** 
-7.550 0.000*** 
5.669 0.000*** 
0.000*** 


Variables Parameter estimate 
Constant 0.149 
UK —0.012 
FRA —0.010 
Big4 —0.001 
NYSE 0.018 
PYLIST 0.021 
LNASSETS —0.006 
GEAR 0.000 
OPCF 0.052 
SIC10--17 0.026 
SIC20-39 -0.063 
SIC50—59 -0.016 
SIC70--89 0.012 
Adjusted-R? 6.7%) 
F-value 100.703 
*p «0.10, **p < 0.05, *** p «001 
Variable definitions: 


UK = Dummy variable (UK company = 1, else 0); 


FRA = Dummy variable (French company = 1, else 0); 


Big4, = Dummy variable (Company has Big Four auditor = 1, else 0); 

NYSE, = Dummy variable (Company is listed on the NYSE = 1, else 0); 

PYLIST, = Dummy variable (Company is listed on the NYSE in year,,, = 1, else 0); 
LNASSETS, = Natural logarithm of total assets in year t; 

GEAR, - Ratio of long term debt to common equity in year t; 

OPCF, = Cash flow from operating activities in year t scaled by total assets; 


SIC 10-17 = Mining & Construction; 
SIC 20--39 = Manufacturing; | 
SIC 50-59 = Wholesale trade; 

SIC 70—89 = Services. 


* Due to lack of data, we could not measure cash flow from operating activities for all observations. This ex- 
plains the difference in number of observations between the univariate results and the multivariate results. 

b It is acknowledged that the adjusted R-Squared is low. However, the purpose of this study is not to develop 
a model to explain earnings management. We focus on the impact of the national audit environment, audit firm 
quality and international capital markets on the level of earnings management, while controlling for factors that 
are associated with earnings management based on prior research. A low adjusted R-Squared is not unusual in 
this type of studies (e.g. Becker et al., 1998). This remark also applies to the adjusted R-Squared of Tables 6-8. 


to capture the combined effect of income-increas- 
ing and income-decreasing earnings management. 

Table 5 presents the OLS regression results with 
Germany as the country of reference. The multi- 
variate results confirm the significant differences 
in the magnitude of earnings management across 
countries. Companies in the UK and France en- 
gage significantly less in earnings management 
compared to Germany (p«0.01). This suggests 
that a stricter audit environment can reduce on av- 
erage the extent to which companies engage in 
earnings management. Big Four audit firms do not 
appear to constitute a significant constraint on 
earnings management. While the univariate re- 


sults did provide some evidence of a Big 4 audit 
quality effect, the results here do not. We further 
explore this by conducting a multivariate analysis 
at country level in Section 8. The multivariate re- 
sults in Table 5 further suggest that, surprisingly, 
a NYSE listing does not constrain earnings man- 
agement, but rather appears to be associated with 
a higher absolute value of abnormal working cap- 
ital accruals (p<0.01). It is recalled that the uni- 
variate results indicated that a NYSE listing 
reduces earnings management. This apparent op- 
posite result in the multivariate analysis could be 
explained by the fact that the multivariate analysis 
controls for the type of audit firm: nearly all 
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NYSE listed companies (97%) are audited by a 
Big Four audit firm. The multivariate results also 
suggest that the reporting behaviour of companies 
planning a listing on the NYSE differs from other 
companies in the sample. In particular, it appears 
that companies one year prior to a NYSE listing 
have a significantly higher level of abnormal 
working capital accruals (p<0.10). To reiterate, it 
is acknowledged that given the small number of 
observations in our sample with a NYSE listing, 
or anticipating such a listing, caution is needed 
when drawing strong conclusions about the asso- 
ciation between a NYSE listing and the magni- 
tude of accruals. 

Finally, Table 5 shows for the control variables 
that larger companies engage significantly less in 
earnings management (p«0.01), and financially 
stressed companies (low or negative cash flow 
from operating activities) engage significantly 
more in earnings management (p«0.01), which is 
consistent with prior literature (e.g. DeFond and 
Jiambalvo, 1994). Furthermore, there are signifi- 
cant differences in the level of earnings manage- 
ment across industries in our samples: companies 
in the mining and construction industry and the 
services industry have a higher level of abnormal 
working capital accruals compared to companies 
in the agriculture, forestry and fishing industry. In 
addition, companies in the manufacturing and 
wholesale industry have lower abnormal working 
capita] accruals compared with the agriculture, 
forestry and fishing industry. 

In order to test whether the potential constraint 
of Big Four auditors on earnings management is 
uniform across countries, the regression analysis is 
performed on the sample of companies with a Big 
Four auditor and the sample of companies with a 
non-Big Four auditor separately. The results are 
presented in Table 6, Panel A and B. 

The multivariate analysis in Panel A shows that 
the country differences remain significant even 
though all companies are audited by a Big Four 
audit firm (p<0.01). In other words, the Big Four 
audit firm quality effect appears not sufficiently 
strong to remove the effects of national audit envi- 
ronments on earnings management. This finding 
implies that Big Four audit firms do not constitute 
a uniform constraint on earnings management. The 
positive association between a NYSE listing and 
earnings management is also not eliminated by Big 
Four auditors, which is not surprising given that 
nearly all companies in our sample with a NYSE 
listing are audited by a Big Four audit firm. The 
OLS regression results for the non-Big Four audit 
firm sample are presented in Panel B of Table 6. 
As expected, the country differences remain: com- 
panies in France and the UK audited by a non-Big 
Four audit firm have significantly lower levels of 
abnormal working capital accruals compared to 
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German companies audited by a non-Big Four 
audit firm. While a planned listing on the NYSE is 
associated with a significantly higher level of ab- 
normal working capital accruals, an actual NYSE 
listing is not a significant variable in the non-Big 
Four audit firm sample. This is most likely due to 
the small sample size of non-Big Four audit firm 
clients listed at the NYSE. 


8. Sensitivity analyses 

To test the robustness of our results, we have per- 
formed the following sensitivity analyses. First, 
we have included year dummies in our model. This 
does not change the results (not reported) for our 
variables of interest. Second, we have used two ad- 
ditional models to measure accruals: current ac- 
cruals and total accruals. Following Myers et al. 
(2003), we measure current accruals as: (change in 
current assets — change in cash and cash equiva- 
lents) — (change in current liabilities — change in 
short-term debt and current portion of long-term 
debt). Current accruals are subsequently scaled by 
average total assets. Following Dechow et al. 
(1995), we measure total accruals as: (change in 
current assets — change 1n cash and cash equiva- 
lents) — (change in current liabilities — change in 
short-term debt and current portion of long-term 
debt) — depreciation and amortisation. Total accru- 
als are subsequently scaled by prior-year total as- 
sets. Table 7, Panel A, presents the results using 
these two alternative accruals measures. These re- 
sults show that companies in France and the UK 
have a significantly lower absolute value of cur- 
rent and total accruals (p«0.01) compared with 
companies in Germany. This confirms our finding 
derived from Table 5 that the magnitude of earn- 
ings management is not uniform across the three 
European countries and suggests that a stricter 
audit environment constitutes a constraint on earn- 
ings management. The results further show that 
companies with a Big Four auditor do not have 
significantly lower current and total accruals in ab- 
solute value, consistent with the results from Table 
5. We explore the Big Four auditor quality effect at 
country level further below. Companies cross-list- 
ed on the NYSE appear to have significant higher 
absolute levels of current and total accruals 
(p«0.01), which is consistent with the finding in 
Table 5 for abnormal working capital accruals. 
However, companies planning a listing on the 
NYSE do not appear to have a significant different 
magnitude of current and total accruals. It is re- 
called that the number of companies in our sample 
with a NYSE listing, or anticipating a NYSE list- 
ing, is low, so caution is needed when generalizing 
these results. When the regression analysis with 
current and total accruals as dependent variable is 
performed on the sample of companies with a Big 
Four audit firm and the sample of companies with 
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Table 6 
OLS regression results for Big Four and non-Big Four audit firm samples 


Panel A: Big 4 audit firm sample 


Dependent variable: 

Absolute value of abnormal working capital accruals (N = 10,710 ) 
Variables Parameter estimate t-value Significance 
Constant 0.149 25.187 0.000*** 
UK —-0.014 1.197 0.000*** 
FRA -0.008 —3.559 0.000*** 
NYSE 0.017 4.026 0.000*** 
PYLIST 0.013 1.042 0.298 
LNASSETS -0.006 -15.708 0.000*** 
GEAR —0.000 -0.417 0.677 
OPCF —0.048 —12.066 0.000*** 
SIC10-17 0.028 7.830 0.000*** 
SIC20-39 -0.008 3.197 0.000*** 
SIC50—59 i -0.019 ~7.853 0.000*** 
SIC70—89 0.009 3.700 0.000*** 
Adjusted-R? 6.496 
F-value 67.668 0.000*** 


*p < 0.10, **p < 0.05, *** p < 0.01 


Panel B: Non-Big 4 audit firm sample 


Dependent variable: 

Absolute value of abnormal working capital accruals (N = 6,048) 
Variables Parameter estimate t-value Significance 
Constant 0.144 15.658 0.000*** 
UK -0.005 -1,975 0.048** 
FRA -0.011 —4.124 0.000*** 
NYSE 0.002 0.104 0.917 
PYLIST 0.101 2.115 0.034** 
LNASSETS —0.006 9.552 0.000*** 
GEAR 0.000 1.545 0.122 
OPCF —0.056 -10.933 0.000*** 
SICIO-17 0.024 4.113 0.000*** 
SIC20-39 - 0.002 4.636 0.525 
SIC50—59 —0.009 —2 229 0.026** 
SIC70-89 0.017 4.392 0.000*** 
Adjusted-R* 6.4% 
F-value 38.404 0.000*** 
*p < 0.10, **p < 0.05, *** p < 0.01 
Variable definitions: 


UK = Dummy variable (UK company = 1, else 0); FRA = Dummy variable (French company = 1, else 0); 
NYSE, = Dummy variable (Company is listed on the NYSE = 1, else 0); PYLIST, = Dummy variable 
(Company is listed on the NYSE in year,,, = 1, else 0); LNASSETS, = Natural logarithm of total assets in 
year t; GEAR, = Ratio of long term debt to common equity in year t; OPCF, = Cash flow from operating 
activities in year t scaled by total assets; SIC 10—17- Mining & Construction; SIC 20-39 = Manufacturing; 
SIC 50-59 = Wholesale trade; SIC 70—89 = Services. 
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Non-Big 4 
audit firm 
sample 
(N=6048) 


Parameter 
estimate 
(t-value) 


0.066 
(21.962)*** 
-0.007 
(—1.555)*** 
-0.006 
(-7.153)*** 
n.a. 


—0.007 
(0.930) 
0.018 
(1.170) 
-0.003 
(-17.461)*** 


(-9.972)*** 
0.005 
(3.095y** 
0.001 
(1.094) 
0.003 
(2.098)** 
0.005 
(4.104)*** 


9.4% 
54.941*** 


Total accruals 


Pooled 
sample 
(N=16758) 


Parameter 
estimate 
(t-value) 


0.241 
(37.302)*** 
-0.034 
(-16.016)*** 
-0.028 
(-11.715)*** 
0.001 
(0.649) 
0.026 
(4.424)*** 
0.026 
(1.458) 
-0.010 
(-21.953)*** 


-0.031 
(-11.198)*** 
0.008 
(2.164)** 
—-0.078 
(-3.106)*** 


8.4% 


Table 7 
Sensitivity analyses 
Panel A: OLS regression results for current and total accruals 
Current accruals 
Pooled Big 4 audit 
sample firm sample 
(N=16758) (N=10710) 
Variables Parameter Parameter 
estimate estimate 
(t-value) (t-value) 
Constant 0.058 0.053 
(40.377)*** = (33.202)*** 
UK -0.007 -0.007 
(-14.958)***  (-13.965)*** 
FRA -0.006 —0.006 
(-12.428)***  (—10.133)*** 
Big4 0.000 n.a. 
(0.507) 
NYSE 0.006 0.004 
(4.416)*** (3.701)*** 
PYLIST 0.005 0.003 
(1.323) (0.849) 
LNASSETS -0.003 -0.025 
(-28.713)***  (—23.625)*** 
GEAR 0.000 -0.000 
(0.848) (-0.203) 
OPCF -0.005 -0.005 
(-21.736)*** (—21.058)*** 
SICIO-17 0.003 0.003 
(4.289)*** (3.250)*** 
SIC20-39 —0.000 —0.001 
(-1.011) (-2.484)** 
SIC50—59 0.001 0.001 
(2.745)*** (1.893)* 
SIC70-89 0.003 0.002 
(5.472)*** (3.166)*** 
Adjusted-R? 10.9% 11.696 
F-value 157.369*** 115.681*** 


*p < 0.10, **p « 0.05, *** p < 0.01, n.a.: not applicable 


Variable definitions: 
UK = Dummy variable (UK company = 1, else 0); 
FRA = Dummy variable (French company = 1, else 0); 
Big4, = Dummy variable (Company has Big Four auditor = 1, else 0); 
NYSE, = Dummy variable (Company is listed on the NYSE = 1, else 0); 
PYLIST, = Dummy variable (Company is listed on the NYSE in year,,, = 1, else 0); 
LNASSETS, = Natural logarithm of total assets in year t; 


GEAR, = Ratio of long term debt to common equity in year t; 


117.425*** 


Big 4 audit 
firm sample 
(N=10710) 


Parameter 
estimate 
(t-value) 


0.224 
(29.103)*** 
-0.036 
(-14.506)*** 
-0.031 
(-10.122)*** 
n.a. 


0.020 
(3.664)*** 
0.015 

(0.892) 

- 0.008 
(-16.719)*** 


0.007 
(1.577) 
-0.009 
(-3.550)*** 
0.001 
(0.309) 
0.029 
(8.430)*** 


6.4% 
60.229*** 


OPCF, = Cash flow from operating activities in year t scaled by tota] assets; 


SIC 10-17 = Mining & Construction; 


SIC 20—39 = Manufacturing; 
SIC 50—59 = Wholesale trade; 
SIC 70-89 = Services. 
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Non-Big 4 
audit firm 
sample 
(Nz6048) 


Parameter 
estimate 
(t-value) 


0.274 
(21407)*** 
-0.034 
(-8.514)*** 
-0.023 
(-6.190)*** 
n.a. 


0.012 
(0.347) 
0.083 
(1.284) 
-0.013 
(-14.598)*** 
0.000 
(1.090) 
-0.043 
(-10.615)*** 
0.016 
(1.964)* 
-0.003 
(0.603) 
0.008 
(1.362) 

0.039 
(6.920)*** 


10% 
58.222 *** 
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Table 7 


Sensitivity analyses (continued) 


Panel B: OLS regression results with interaction variables 


ACCOUNTING AND BUSINESS RESEARCH 


Abnormal working Current accruals Total accruals 
capital accruals 
(N=16758) (N=16758) (N=16758) 
Variables Parameter estimate Parameter estimate Parameter estimate 
(t-value) (t-value) (t-value) 
Constant 0.146 0.057 0.238 
(29.532)*** (38.782)*** (35.618)*** 
UK —0.005 -0.006 ~0.029 
(—2.200)** (-8.225)*** (-8.707)*** 
FRA -0.011 0.006 -0.024 
(—4.487)*** (-8.754)*** (—77253)y*** 
Big4 0.002 0.001 0.007 
(1.115) (1.308) (2.129)** 
Big4*UK —0.009 —-0.001 -0.008 
(—3.094)*** (—1.734)* (-2.115)** 
Big4*France 0.002 —-0.000 -0.007 
(0.703) (4.938) (-1.516) 
NYSE 0.018 0.006 0.026 
(4.000)*** (4.422)*** (4.450)*** 
PYLIST 0.021 0.005 0.025 
(1.650)* (1.311) (1.443) 
LNASSETS —0.006 —0.003 -0.010 
(-18.244)*** (—28.625)*** (-21.895)*** 
GEAR 0.000 0.000 0.000 
(0.867) (0.891) (0.761) 
OPCF 0.051 0.005 -0.031 
(—16.417)*** (-21.708)*** (-11.160)*** 
SIC10—17 0.026 0.004 0.009 
(8.557)*** (4.304)*** (2.173)** 
SIC20—39 —0.006 —0.000 -0.007 
(—3.392)*** (-0.984) (—3.110)*** 
SIC50—59 -0.016 -0.001 -0.003 
(—7.528)*** (—2.673)*** (-1.061) 
SIC70-89 0.012 0.003 0.033 
(5.646)*** (5.471)*** (11.122)*** 
Adjusted-R? 6.8% 10.9% 8.4% 
F-value 87.712*** 135206*** 100.998 rr 
*p «0.10, **p < 0.05, *** p < 0.01 
Variable definitions: 


UK = Dummy variable (UK company = 1, else 0); 
FRA = Dummy variable (French company = 1, else 0); 
Big4, = Dummy variable (Company has Big Four auditor = 1, else 0); 
NYSE, = Dummy variable (Company is listed on the NYSE = 1, else 0); 
PYLIST, = Dummy variable (Company is listed on the NYSE in year,,, = 1, else 0); 
LNASSETS, = Natural logarithm of total assets in year t; 
GEAR, - Ratio of long term debt to common equity in year t; 
_ OPCF, = Cash flow from operating activities in year t scaled by total assets: 
. SIC 10-17 = Mining E Construction; 
_ SIC 20-39 = Manufacturing; 
| SIC 50-59 = Wholesale trade; 
. SIC 70-89 = Services. 
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a non-Big Four audit firm separately, we observe 
that the country differences in terms of level of 
earnings management remain significant (p<0.01). 
This is consistent with the finding derived from 
‘Table 6 that country differences remain significant 
even in the presence of a Big Four audit firm. In 
other words, the limits placed by Big Four audit 
firms on earnings management do not appear to be 
uniform across countries. Given that nearly all 
companies in our sample with a NYSE listing have 
a Big Four auditor, it is not surprising that the pos- 
itive association between a NYSE listing and the 
level of accruals remains significant (p«0.01) in 
the subsample of companies with a Big Four audit 
firm, and not in the subsample of companies with 
a non-Big Four audit firm. 

To explore the Big Four audit quality effect in 
more detail, we have included two interaction 
dummies, Big4*UK and Big4*FRA in our model. 
The results, presented in Table 7 Panel B, show an 
expected significant negative coefficient for the 
B4*UK variable with all our accruals measures, 
while the coefficient for the Big4*FRA variable is 
not significant for any of the accruals measures. 

To further explore these findings, we have con- 
ducted a multivariate analysis for the individual 
country samples. The results are presented in Table 
6. At a national level, these results indicate that 
only in the UK are Big Four audit firms signifi- 
cantly associated with lower levels of accruals. In 
France and Germany, there is no significant differ- 
ence between Big Four auditors and non-Big Four 
auditors. These findings are in line with Francis 
and Wang (2004), showing that the effect of Big 
Four audit firm conservatism increases with the 
level of investor protection, including the ability to 
sue. Given that the UK has a stronger level of in- 
vestor protection compared with France and 
Germany, this could explain why we only observe 
a Big Four audit firm quality effect in the UK, and 
not in France and Germany. At the individual 
country level, we further observe a positive asso- 
ciation between a NYSE listing and the level of 
abnormal working capital accruals in the UK, but 
not in France and Germany. The latter could be 
due to lack of power given the very small number 
of observations with a NYSE listing in France and 
Germany. Overall, the results of the sensitivity 
analyses reinforce our findings that national differ- 
ences in earnings management are dominant and 
remain significant even in the presence of a Big 
Four audit firm or a cross-listing on the NYSE. 


9, Summary and conclusions 

The purpose of this study was to examine the ef- 
fects of national audit environment differences on 
earnings management. In addition, the extent to 
which national differences in earnings manage- 
ment are limited by audit firm quality and reliance 
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on international capital markets was studied. 

Our results provide evidence that the magnitude 
of earnings management is not uniform across the 
three European countries included in our study and 
that a stricter audit environment can reduce the 
magnitude of earnings management, irrespective 
of the type of auditor (Big Four audit firm or non- 
Big Four audit firm). In particular, the results sug- 
gest that companies in countries with flexible audit 
quality regimes report significantly higher ab- 
solute values of discretionary accruals compared 
to companies in countries with strict audit quality 
regimes. These observed EU member states' dif- 
ferences remain significant even in the presence of 
a Big Four audit firm. This finding implies that the 
limits placed by Big Four audit firms on earnings 
management are not uniform across countries. 
Furthermore, we find no evidence of a global Big 
Four audit quality effect in Europe. In particular, 
Big Four audit firm conservatism appears to be 
present only in the UK, and not in France and 
Germany. This reinforces our finding that national 
differences in earnings management are dominant 
and are not removed by the presence of a Big Four 
audit firm. This is also consistent with the finding 
of Francis and Wang (2004) that Big Four auditor 
conservatism increases in more stringent investor 
protection environments. Finally, our results with 
respect to the incidence of earnings management 
by companies attracting international sources of 
capital suggest that a NYSE listing does not con- 
straint earnings management but is rather associat- 
ed with higher levels of accruals. This finding puts 
the effectiveness of the bonding role of SEC regu- 
lation for non-US firms into question. This con- 
cern is consistent with other recent empirical work 
questioning the effectiveness of SEC regulation 
and its enforcement regarding foreign listed firms 
(Joos, 2003; Lang et al., 2004). 

The evidence provided in this study is relevant 
for the current debate in the European Union on 
the harmonisation of auditing. For the comparabil- 
ity of earnings, not only the standardisation of fi- 
nancial reporting is important but also the 
standardisation of enforcement mechanisms as 
embodied in the national audit environment and 
the quality of audit firms. The results of this study 
suggest that the enforcement of financial reporting 
still varies strongly across member states of the 
EU. 

The results of this study are subject to the fol- 
lowing limitations. First, as in almost every cross- 
country study, it can be questioned whether the 
Observed differences between countries are really 
attributable to differences in earnings manage- 
ment. One could argue that they are driven by eco- 
nomic and institutional differences. We have partly 
controlled for economic differences by including 
industry differences. In addition, we believe that 
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Table 8 


OLS regression results at country level 


ACCOUNTING AND BUSINESS RESEARCH 


Dependent variable: 
Absolute value of abnormal working capital accruals 
UK Germany 
(N=9198) (N=3809) 
Parameter estimate Parameter estimate 
(t-value) l (t-value) 
0.136 0.197 
(22.796)*** (14.586)*** 
-0.007 0.005 
(—3.897)*** (1.474) 
0.019 0.024 
(3315)*** (1.451) 
0.023 0.000 
(1281) (0.025) 
-0.005 -0.009 
(—11.876)*** (-9.656)*** 
—0.000 0.000 
(-0.103) (0.090) 
—0.050 -0.092 
(-13.951)*** (W3.858)+*+ 
0.039 —0.000 
(10.116)*** (-0.074) 
—0.005 0.017 
(-2226)** (-2.972)** 
-0.016 Sab 
(—6.084)*** (-3.868)*** 
0.010 0.041 
(3.695)*** (5.255)*** 
8% 9 3% 
81.293*** 40.3301*** 


France 
(N=3751) 
Variables Parameter estimate 
(t-value) 
Constant 0.120 
(13.070)*** 
Big4 0.003 
(1.468) 
NYSE 0.003 
(0.392) 
PYLIST 0.035 
(1.376) 
LNASSETS —0.005 
(—7.757)*** 
GEAR 0.000 
(1.525) 
OPCF —0.038 
(-3.734)*** 
SICIO-17 0.004 
(0.673) 
SIC20--39 -0.005 
(—1.357) 
SIC50—59 -0.015 
(-2.987)** 
SIC70-89 0.007 
(1.482) 
Adjusted-R? 2.7% 
F-value 11.45] *** 
*p < 0,10, **p < 0.05, *** p < 0.01 
Variable definitions: 


Big4, = Dummy variable (Company has Big Four auditor = 1, else 0); 

NYSE, = Dummy variable (Company is listed on the NYSE = 1, else 0); 

PYLIST, = Dummy variable (Company is listed on the NYSE in year,,, = 1, else 0); 
LNASSETS, = Natural logarithm of total assets in year t; 

GEAR, - Ratio of long term debt to common equity in year t; 

OPCF, = Cash flow from operating activities in year t scaled by total assets; 


SIC 10-17 = Mining & Construction; 
SIC 20—39 = Manufacturing; 

SIC 50-59 = Wholesale trade; 

SIC 70--89 = Services. 


there are no major differences in the underlying 
economic situation between the three countries in 
the sample during the period under study. 
Therefore, the risk that economic differences have 
a significant impact on the results is considered to 
be low. It is acknowledged that there are institu- 
tional differences other than national audit envi- 
ronment between the countries under study. As 
pointed out by Leuz et al. (2003), it is difficult 
to fully control for the potential impact of other in- 
stitutional factors since they are often complemen- 


tary and as such difficult to disentangle. However, 
an interesting contribution of our paper is the find- 
ing of a significantly different level of earnings 
management between companies of countries 
(France and Germany) belonging to the same in- 
stitutional cluster in terms of level of investor pro- 
tection (Leuz et al., 2003), but that are clearly 
distinct in terms of flexibility of the audit quality 
regime. 

second, consistent with previous research on 
earnings management, we have controlled for the 
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following earnings management incentives: size, 
leverage and performance. Nonetheless, it is ac- 
knowledged that there may be other incentives to 
manage earnings across the countries in the sample 
that have not been controlled for. 

Finally, we are aware of the limitations of the 
working capital accruals model to detect earnings 
management. However, we have performed sensi- 
tivity analyses using alternative earnings manage- 
ment measures and overall the results appear to be 
robust. 

Future research may benefit from examining 
whether the extent of earnings management be- 
tween companies with similar earnings manage- 
ment incentives from different countries across the 
world differs as a function of auditor independence 
regulation and risk of litigation in their country of 
domicile. An attempt in this direction is made by 
Meuwissen et al. (2004). Future research could 
also look into the broad issue of the complex in- 
teraction between governance, institutional envi- 
ronment and financial reporting quality. It can be 
argued that financial reporting quality is endoge- 
nous and potentially depends on several inter-re- 
lated factors such as institutional environment, 
capital markets, corporate governance regime and 
audit regime. 
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Book Reviews 


The Business of Football: Image Management 
in Narrative Communication. Stephen Morrow. 
Institute of Chartered Accountants of Scotland, 
2005. ix and 72 pp. £10. 


Football is a passion and a business. As such this 
makes it one of those rare academic subjects which 
are of interest both to specialised researchers and 
also to a more general audience. Stephen 
Morrow's book therefore bridges the territory be- 
tween researchers interested in financial disclosure 
and members of the public who are football fans. 
The style of this research report reflects this. It is 
very easy to follow and read. However, at times 
this need to reach two audiences does mean that 
the academic side is a bit light. 

The project is based on a sample of 30 football 
clubs over a five-year period starting with 1997/8. 
This included 20 clubs in the English FA Premier 
League and 10 clubs in the Scottish Premier 
League. Some 150 annual reports over these five 
years were analysed. Three principal issues were 
investigated: 


* whether football clubs annual reports are be- 
coming longer and with more narrative; 

* whether the amount of narrative reporting is de- 
pendent on organisational form and location; 

* whether football clubs use impression manage- 
ment. In other words are the annual reports used 
to present a more favourable picture of the foot- 
ball clubs’ performance than is really warranted. 
This particular aspect of the research builds on 
the prior literature. 


The project starts with a literature review. For 
the academic audience this is a little light, but for 
more general readers this is good background. 
Strangely, the aims of the project are set out in 
Chapter 3 rather than in the introduction as I would 
have expected. I would also have expected more 
details on the methods of the project. 

The results of the project are set out in Chapter 
4. In general, the findings are fairly predictable to 
those who know the area. First, football clubs an- 
nual reports are indeed becoming longer. They 
have increased from 27.2 pages to 33.7 pages over 
the five years. Scottish reports increased the most 
while listed clubs annual reports were the longest. 
Accounting narratives also increased the most. 
Second, the greatest percentage of narrative was 
devoted to the current year's financial perform- 
ance (21%), future performance and revenues 
(18%) and player investment (18%). Third, as 
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Morrow states on pages 32/33: 'Consistent with 
previous studies of narrative reporting, one con- 
clusion from this evidence is that there is a ten- 
dency for selective narrative disclosure. The 
narrative is concentrating on information which 
can be reported as good news, such as improved 
television deals, but with little or no emphasis on 
equally important but less palatable information 
such as, for example, disproportionate increases in 
wages and salaries costs.' Indeed, of the 3,317 text 
units that were analysed only 1495 were coded as 
negative. 

In an interesting section of the report, two foot- 
ball clubs that have encountered financial difficul- 
ties over the last five years were investigated in 
more depth: Leeds United and Leicester City. In 
both cases, and it is a shame that this section only 
covers about three pages, there 1s what appears to 
be biased reporting. For example, Morrow com- 
ments on Leicester City that 'once again it is 
somewhat difficult to comprehend how the direc- 
tors could have interpreted the club's position, per- 
formance and prospects in such a positive light at 
the time of preparing the narrative for the 2001 an- 
nual report' (p. 40). 

Overall, Morrow's conclusion is that narrative 
reporting in the annual report is important but that 
currently the information is unbalanced and par- 
tial. He believes that auditors should express an 
opinion on the process that has been followed in 
drawing up the narratives. 

Overall, therefore, I found this research report 
interesting. It adds to the general literature on im- 
pression management. However, it also should 
have a more general appeal to those who are inter- 
ested in football more generally. As an academic I 
would have appreciated more detail, but as a more 
general reader mildly interested in football I found 
the report very readable. 


Cardiff Business School Mike Jones 
Inside G4 + 1: The working group's role in 
the evolution of the International Accounting 
Standard setting process. Donna L. Street. 
Institute of Chartered Accountants in England and 
Wales, 2005. xii + 127 pp. 


This report concerns the work and influence of the 
G4 + 1 group of standard setters. The author con- 
cludes (e.g. p.109) that the G4 + 1 had a major im- 
pact on the technical work of the IASC, of several 
national standard-setters, and then of the IASB; 
that its existence was a significant part of the con- 
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text of the creation of the IASB; and that it had a 
posthumous influence on how the members of the 
IASB related to each other in the IASB's early 
years. All this seems plausible although somewhat 
exaggerated, and it justifies an interest in a report 
on the G4 + 1. 

After a brief introduction, Chapters 2 and 3 look 
at the origins and output of the G4 + 1. Chapters 
4 to 6 summarise the views of 11 former partici- 
pants in G4 + 1 on the relationship between G4 + 
1 and the IASC; on the ‘rewarding’ and ‘frustrat- 
ing’ aspect of their participation in G4 + 1; and on 
the structure and operations of the IASB. Chapter 
7 is entitled ‘Summary and Conclusions’. 

The report’s title (see above) suggests that it pri- 
marily looks at the evolution of the standard set- 
ting ‘process’, but more of the report’s content is 
about the evolution of particular standards. Its au- 
thor explains (pp.3/4) that the report is primarily 
raw material (the accounts of interviewees), and 
that it does not provide a comprehensive analysis 
of the environment. Quoting others, she notes (p. 4) 
that “Opportunities present themselves to use such 
accounts on a discerning basis in critical investiga- 
tions of accounting institutions'. There were op- 
portunities here to produce finished goods from 
the raw material, but they were not taken. For ex- 
ample, academic readers might regret that the his- 
tory is not put into a theoretical framework. Also, 
the obvious historical analogy with the International 
Accountants’ Study Group (AISG) is not even 
mentioned, let alone analysed. The AISG was set 
up in 1966 by representatives from Canada, the 
UK and the US and it published technical studies 
that formed the basis of some of the early work of 
the IASC; it was wound up after the IASC was 
formed. The G4 + 1 was set up in 1992 by repre- 
sentatives from the same three countries (later 
joined by Australia and then New Zealand) and it 
published technical studies that formed the basis of 
some of the late work of the IASC and the early 
work of the IASB; it was wound up after IASB 
was formed. 

The content of the report's core chapters (2 to 4) 
is not exactly raw material but semi-processed: in- 
terview material is joined by other information. 
Value could have been added by providing a table 
of titles and dates of G4 + 1 reports and a table of 
meeting dates, locations and attendees. Then, to 
test the author's suggestion of strong G4 + 1 influ- 
ence, the list of G4 + 1 output could have been cor- 
related with the subsequent output of the G4 + 1 
members. For example, by my count, of the 12 
documents of the G4 + 1 only four related to sub- 
sequent IASC standards and only two to IASB 
standards. Looking at it the other way round, most 
of the IASC/B standards of 1995 to 2005 were not 
preceded by related G4 + 1 papers. 

When choosing authors for histories or even col- 
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lations of interviews, a compromise needs to be 
struck between achieving (1) sufficient distance 
from a subject to ensure objectivity, and (11) not so 
much distance that the author does not understand 
the subject sufficiently to correct for the intervie- 
wees' false recollections or biases. In this case, the 
distance may have been too great. Such a problem 
can be mitigated by getting drafts checked by ex- 
perts who are closer to the subject, but the author 
of this report does not acknowledge any assistance 
beyond that relating to the interviews. 

As an example of confusion on an organisation- 
al issue, when the report discusses the IASC, there 
is often no separation of (1) the board members 
(mostly accountancy bodies), (11) the countries 
of the Board members, (111) the representatives of 
the members (i.e. the people with votes at Board 
meetings), and (iv) the staff (e.g. the Secretary 
General). So: (a) Contrary to a remark on page 11, 
standard setters invited to join the G4 + 1 would 
not necessarily have been committed to the IASC's 
Framework because, for many countries, the stan- 
dard setters were not involved with the IASC. (b) 
Which of the above four saw G4 + 1 as a threat? 
(p.11). (c) When ‘IASC did not like it at all’ (p.19) 
that Tweedie was appointed as G4 + 1 chairman, 
does that perhaps mean a few representatives from 
some continental European countries? (d) We 
are told (p.61) that the Institute of Chartered 
Accountants of [sic] England and Wales ICAEW) 
was ‘eventually convinced’ to appoint David 
Tweedie to its delegation at the IASC Board. (The 
author gets the name of her sponsor and publisher 
wrong here; a small point but symptomatic of an 
approach to facts.) However, there was no such 
thing as an ICAEW delegation. The UK delegation 
was appointed by several accountancy bodies and, 
when a vacancy arose in 1995, 1t was considered to 
be the Scottish Institute’s turn to propose a name. 
I do not believe that that Institute (or the ICAEW) 
was opposed to the appointment of its most famous 
member. 

There are also examples of technical muddle. 
This 1s at its worst on financial instruments: (i) In 
consecutive sentences (p.26), we are told that the 
IASC’s Draft Statement of Principles (DSOP) 
(1997) proposed a full fair value model, then that 
IAS 39 was approved in 1998. However, IAS 39 
does not have a full fair value model, so what is the 
connection? And, incidentally, the [ASC document 
was not a DSOP but one step earlier: a ‘discussion 
paper’ (DP), published jointly with the Canadian 
Board. (ii) Then we are told (p.27) that the UK 
ASB's paper of 1996 proposed full fair value; and 
immediately afterwards that FRED 30 proposed to 
adopt IAS 39 in the UK. However, these two 
points have nothing to do with each other because, 
again, IAS 39 is a long way from full fair value. 
(111) It is reported (p.27) that the Australians wel- 
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comed the DSOP (presumably the DP) and then 
that they passed AASB 139, a standard exactly like 
IAS 39. Again, these are contradictory points be- 
cause AASB 139 is not at all based on the DP. (iv) 
Later, we are told (p.56) that the IASC Board 
voted in late 1997 not to adopt US standards on 
financial instruments but to proceed towards a full 
fair value model. However, how does that fit with 
the fact that, shortly afterwards, the LASC’s E62 
and then IAS 39 (both of 1998) were squarely 
based on US standards and are nothing like the 
DP" In fact the Board agreed to both a short-term 
condensation of the US standards and a medium- 
term son-of-DP (to be prepared by the Financial 
Instruments Joint Working Group of Standard 
Setters). 

Most of these points on IAS 39 appear in the re- 
port's section about the G4 + 1’s paper on hedging 
(of 1995). However, the G4 + 1 could not agree 
about hedging. So, the real issue is that they could 
agree that derivatives should be marked to market, 
and that this conclusion finds its way into later 
standards, including IAS 39. Interestingly, the 
draughtsman of all the drafts of IAS 39 says! that 
he has never read the G4 + 1 paper on hedging, so 
any influence must have come via the US stan- 
dard, SFAS 133, and its 1996 exposure draft. 

Some of the above confusion might have come 
from the faulty memories of the interviewees, but 
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this does not justify retailing it all on to us. 
Fortunately, the general story of the technical 
achievements of the G4 + 1 still comes through. 

The final two chapters of the report are curious. 
Chapter 6 is about the perceptions of the 11 inter- 
viewees on the IASB's structure. This material is 
only indirectly related to the G4 + 1. Then Chapter 
7 (of 11 pages) is said to be ‘Summary and 
Conclusions’, but the majority of it is about politi- 
cal pressure on IASB, especially concerning [AS 
39 (five pages), about recent criticisms of the 
Framework (one page) and about the IASCF 
Constitution (one page). These topics are all post- 
G4 + 1 and not closely connected to it. 

In conclusion, the report is written in a readable 
style, but not within a theoretical context or a full 
historical one, as it explains. Its facts are not or- 
ganised in an easy way for reference. In some 
areas, the admittedly complicated story should 
have been disentangled for us but is confused fur- 
ther. However, there is nowhere else for readers to 
go to find this level of detail on the G4 + 1, a body 
that the author shows, with some exaggeration, to 
have been of major significance. 


University of Reading Christopher Nobes 


! Letter to me from Paul Pacter, 18.8.05. I am grateful to 


Paul Pacter for comments on a draft of this review. 


Journal of Business Finance & Accounting 


June/July 2005 Vol. 32 Nos 5&6 
Contents 


The Long Run Abnormal Performance of UK Acquirers and the Free Cash Flow Hypothesis 
by ALAN GREGORY 


The Impact on UK Acquirers of Domestic, Cross-border, Public and Private Acquisitions 
by RoBERT L. Conn, Anpy CosH, PauL M. GUEST AND ALAN HUGHES 


Investment Opportunity Set and Voluntary Disclosure of Prospective Information: A 
Simultaneous Equations Approach 
by MAHMUD Hossain, KAMRAN AHMED AND JAYNE M. GODFREY 


Incentive Effects, Monitoring Mechanisms and the Market for Corporate Control: An Analysis 
of the Factors Affecting Public to Private Transactions in the UK 
by CHARLIE Weir, Davin LAING AND MIKE WRIGHT 


The Wealth Effects of Capital Investment Decisions: An Empirical Comparison of Korean 
Chaebol and Non-Chaebol Firms 
by Wi SAENG KIM, ESMERALDA Lyn, ‘TAE-JUN PARK AND EDWARD ZYCHOWICZ 


The International Transmission of Arbitrage Information Across Futures Markets 
by Curis BILSON, TIM BRAILSFORD AND Twa EVANS 


An Investigation of the Impact of Interest Rates and Interest Rate Volatility on Australian 
Financial Sector Stock Return Distributions 
by ROBERT W. Farr, ALLAN HODGSON AND MICHAEL L. KREMMER 


Excess Volatility and UK Investment Trusts 
by SAMUEL AGYEI-AMPOMAH AND J. R. Davies 


The Effect of Decimalization on Trade Size and Adverse Selection Costs 
by SuGATO CHAKRAVARTY, BONNIE F. VAN Ness AND RoBERT A. VAN NESS 


Employee Relations and the Likelihood of Occurrence of Corporate Financial Distress 
by GREGORY D. Kane, Uma VELURY AND BERNADETTE M. Rur 


International Publishing Patterns: An Investigation of Leading UK and US Accounting and 
Finance Journals 
by MICHAEL JOHN JONES AND ROYDON ROBERTS 


FRSI7 and the Sterling Double A Corporate Yield Curve 
by FRANK S. SKINNER AND MICHALIS IOANNIDES 


Determinants of the Accounting Change for Income Tax 
by NORMAN WONG 


Trade Credit Terms: Asymmetric Information and Price Discrimination Evidence From 
Three Continents 
by RICHARD Pike, NAM SANG CHENG, KAREN CRAVENS AND DAWNE LAMMINMAKI 





Subscriptions 2005 volume 

UK/Europe The Americas Rest of the World 
Institutional Premium Rate £721.00 $1374.00 £818.00 
Personal! Rate £92.00 $190.00 £113.00 


New orders and sample copy requests should be addressed to the Journals Marketing Manager at 
Blackwell Publishing Ltd., 9600 Garsington Road, Oxford, OX4 2DQ, UK. Editorial communications to 
JFBA, Manchester Business School, Booth Street West, Manchester M15 6PB, UK. 


Journal of Business Finance & Accounting 


November/December 2005 Vol. 32 Nos 9&10 
Contents 


Intangible Assets, Information Complexity, and Analysts’ 
Earnings Forecasts 
by Fenc Gu AND WEIMIN WANG 


The Impact of Managing Director Changes and Financial 
Distress on Audit Qualification and Auditor Switching 
by Mopanttan HUDAIB AND T.E. COOKE 


Are Unsolicited Credit Ratings Lower? International Evidence 
From Bank Ratings 
by Winnie P.H. Poon AND MICHAEL FIRTH 


Relationship Between Analyst Forecast Properties and Equity 
Bid-Ask Spreads and Depths Around Quarterly Earnings Announcements 
by KIRIDARAN KANAGARETNAM, GERALD J. LOBO AND DENNIS J. WHALEN 


Information Asymmetry and the Bid-Ask Spread: Evidence 
From the UK 
by ANDROS GREGORIOU, CHRISTOS IOANNIDIS AND LEN SKERRATT 


The Law of Proportionate Effect: The Growth of the UK 
Credit Union Movement at National and Regional Level 
by ANN-MaRiE WARD AND Donat G. McKrLLOP 


The ‘Independence’ of Expert Opinions in Corporate Takeovers: Agreeing With Directors’ 
Recommendations 
by MaRTIN BUGEJA 


Insider Trading and Pay-Performance Sensitivity: An Empirical Analysis 
by Wer ZHANG, STEVEN F. CAHAN AND ARTHUR C. ALLEN 


Boards of Directors, Market Discipline and Firm Performance 
by RicHarD Bozec 


Technical, Allocative and Scale Efficiencies of REITs: 

An Empirical Inquiry 

by JOHN C. Topuz, Au F. DARRAT AND ROGER M. SHELOR 

A New Application of Sustainable Growth: A Multi-Dimensional Framework for 


Evaluating the Long Run Performance of Bank Mergers 
by GERARD T. OLSON AND MICHAEL S. PAGANO 


Advertisements 


Contents Index 





Author Index 
Subscriptions 2006 volume 

UK/Europe The Americas Rest of the World 
Institutional Premium Rate £771.00 $1472.00 £876.00 
Personal Rate £92.00 $190.00 £113.00 


New orders and sample copy requests should be addressed to the Journals Marketing Manager at 
Blackwell Publishing Ltd., 9600 Garsington Road, Oxford, OX4 2DQ, UK. Editorial communications to 
JFBA, Manchester Business School, Booth Street West, Manchester M15 6PB, UK. 


Guide for Authors 


General 

Papers should be in English and consist of original unpublished work not currently being considered 
for publication elsewhere. They should be typed and double-spaced. Four copies should be submitted, 
together with a submission fee of £18 for subscribers or £36 for non-subscribers. The submission fee 
should be paid by cheque or draft made payable to Lancaster University. Payment cannot be made by 
credit card. In order to ensure an anonymous review, authors should not identify themselves, directly 
or indirectly. Experience has shown that papers that have already benefited from critical comment from 
colleagues at seminars or at conferences have a much better chance of acceptance. Where the research 
takes the form of field surveys or experiments, four copies of the instrument should be submitted. 
Where the paper shares data with another paper, a copy of the other paper must also be provided. In the 
case of papers accepted for publication, authors will be asked to provide a Word file of the manuscript 
on CD or floppy disk, along with a hard copy version. Authors of accepted papers will also be asked to 
transfer copyright to the publishers. 


Presentation 

A cover page should show the title of the paper, the author’s name, title and affiliation, and any 
acknowledgements. The title of the paper, but not the author’s name, should appear on the first page 
of the text. An abstract of 150~250 words should be provided on a separate page immediately preceding 
the text. Section headings should be numbered using Arabic numerals. 


Tables and figures 

Each table and figure should bear an Arabic number and a title and should be referred to in the text. 
Sources should be clearly stated. Sufficient details should be provided in the heading and body of each 
table and figure to reduce to a minimum the need for cross-referencing by readers to other parts of the 
manuscript. Tables and figures should appear at the end of the paper, with its most appropriate placing 
noted in the paper itself. Diagrams and charts should be submitted in camera-ready form. 


Footnotes 

Footnotes should be used only in order to avoid interrupting the continuity of the text, and should not 
be used to excess. They should be numbered consecutively throughout the manuscript with superscript 
Arabic numerals. They should not be used in book reviews. 


References 

References should be listed at the end of the paper and referred to in the text as, for example, (Zeff, 
1980: 24). Wherever appropriate, the reference should include a page or chapter number in the journal 
or book in question. Only works cited in the paper should be included in the list. Citations to 
institutional works should if possible employ acronyms or short titles. If an author's name is mentioned 
in the text it need not be repeated in the citation, e.g. ‘Tippett and Whittington (1995: 209) state...’ 


In the list of references, titles of journals should omit an initial “The’ but should not otherwise be 
abbreviated. The entries should be arranged in alphabetical order by surname of the first author. 
Multiple works by the same author should be listed in chronological order of publication, e.g.: 


Accounting Standards Steering Committee (1975). The Corporate Report. London: ASC. 

Tippett, M. and Whittington, G. (1995). “An empirical evaluation of an induced theory of financial | 
ratios’. Accounting and Business Research, 25: 208—218. 

Watts, R. L. and Zimmerman, J. L. (1986). Positive Accounting Theory. Englewood Cliffs, NJ: 
Prentice-Hall. 


Style and spelling 

Abbreviations of institutional names should be written as, for example, FASB and not F.A.S.B.; those 

of Latin terms should contain stops (thus i.e. not ie). Words such as ‘realise’ should be spelled with an 
s’ not a ‘z’. Single quotation marks should be used, not double. 


— o —— e 
Pd 


2 E E. e pon 
Mathematical notation Se 2 
Mathematical notation should be used only where it adds rigour and precisiori; and should be properly 


explained in the text. Equations should be numbered in parentheses, flush with t the SE margin. 


A new method for ranking academic journals in 
accounting and finance 


Investigating the return predictability of changes in 
corporate borrowing 


An empirical investigation of ‘closeness to cash’ as 
a determinant of earnings response coefficients 


Deprival value and fair value: 
a reinterpretation and a reconciliation 


VO MATIN CS OM uge: 2 O06) 
IES CAS D na gu varrienly 


- a Wolters Kluwer business 





Accounting and Business Research 


Editor: 
Pauline Weetman, University of Strathclyde 


Editorial Board: 
S. Archer, University of Surrey 
D. Ashton, University of Bristol 


M. Barth, Stanford University and International 


Accounting Standards Board 
R. H. Berry, University of Nottingham 
M. Bromwich, London School of Economics 
P. Brown, University of Western Australia 
S. Carmona, Instituto de Empresa Graduate 
Business School 
H H. Chenhall, Monash University 
C. W. Chow, San Diego State University 
G. Clinch, University of Melbourne 
T. E. Cooke, University of Exeter 
D. Cooper, University of Alberta 
P. Easton, University of Notre Dame 
J. R. Edwards, University of Cardiff, Wales 
C. Emmanuel, University of Glasgow 
M. Ezzamel, University of Cardiff 
M. Firth, Hong Kong Polytechnic University 
D. Hatherly, University of Edinburgh 
K. Keasey, University of Leeds 
|. Lapsley, University of Edinburgh 
T. A. Lee, University of Dundee 
R. Macve, London School of Economics 
P. Moizer, University of Leeds 
C. W. Nobes, University of Reading 
J. O'Hanlon, Lancaster University 


Editorial Office: 


Pauline Weetman, Department of Accounting and Finance, University of Strathclyde, Curran Building, 


D. Owen, University of Nottingham 

M. J. Page, University of Portsmouth 

R. H. Parker, University of Exeter 

K. V. Peasnell, University of Lancaster 

R. H. Pike, University of Bradford 

M. Power, London School of Economics 

W. Rees, University of Amsterdam (UVA) 

L. Revsine, Northwestern University 

A. J. Richardson, York University, Toronto 

M. Shields, Michigan State University 

D. Simunic, University of British Columbia 

L. C. L. Skerratt, Brunel University 

I. Solomon, University of Illinois at 
Urbana-Champaign 

B. Spicer, University of Auckland 

N. Strong, University of Manchester 

D. B. Thornton, Queen's University, Canada 

M. Walker, University of Manchester 

G. P. Whittred, University of New South Wales 

J. Wild, University of Wisconsin-Madison 

S. A. Zeff, Rice University 

I. Zimmer, University of Queensland 


100 Cathedral Street, Glasgow G4 OLN. E-mail: abr-editor@strath.ac.uk 


Website: 


The website address is http:/Avww.cch.co.uk/abr/ 


The Guide to Authors and other relevant information may be Genee on the website. 


Subscription Office: 


145 London Road, Kingston-upon-Thames, Surrey KT2 6SR, UK. 
Subscriptions: Tel: 08702 404 388. Fax: 0208 247 1124. 


E-mail: magazine_customerservices@cch.co.uk 
Advertisements: 0208 247 1350. 


Articles in Accounting and Business Research are published without responsibility on the part of publishers or authors for loss occasioned to any person 
acting or refraining from action as a result of any view expressed thareln. 


ISSN 0001-4788 


© 2006 Wolters Kluwer (UK) Ltd print & typesetting: Blueprint 01223 472400 


Accounting and Business Research 
Volume 36 Number 2 2006 


Contents 


Editorial | 63 
Articles | 

A new method for ranking academic Journals in Vivien Beattie 65 
accounting and finance Alan Goodacre 

Investigating the return predictability of changes Edward Lee ^ 93 
in corporate borrowing Konstantinos Stathopoulos 
Mark Hon 
An empirical investigation of “closeness to cash’ | Gnanakumar Visvanathan 109 


as a determinant of earnings response coefficients 


Deprival value and fair value: a reinterpretation Tony van Zijl 121 
and a reconciliation f Geoffrey Whittington 

Book Review 

Cristiano Busco, Mark Frigo, Elena Giovannoni, Laura F. Spira 131 


Angelo Riccaboni and Robert Scapens. The role of 
performance measurement systems within global 
organisations | 


62 ACCOUNTING AND BUSINESS RESEARCH 


Forthcoming Articles 


Brian G. M. Main, The ABI guidelines for share-based incentive schemes: setting the hurdle too high? 


Begoña Giner and Raul Iñiguez, An empirical assessment of the Feltham-Ohlson models considering 
the sign of abnormal earnings 


Holger Daske, Giinther Gebhardt and Stuart McLeay, The distribution of earnings relative to targets in 
the European Union 


K. P. McMeeking, K. V. Peasnell and P. F. Pope, The determinants of the UK Big Firm premium 


Objective of Accounting and Business Research 


Accounting and Business Research publishes papers containing a substantial and original contribution 
to knowledge. Papers may cover any area of accounting, broadly defined and including corporate gov- 
ernance, auditing and taxation. Authors may take a theoretical or an empirical approach, using either 
quantitative or qualitative methods. They may aim to contribute to developing and understanding the 
role of accounting in business. Papers should be rigorous but also written in a way that makes them in- 
telligible to a wide range of academics and, where appropriate, practitioners. Presentation should be as 
elegant and economical as possible, avoiding unnecessary words, numbers or symbols. 


Book Reviews 


Books for review should be sent to the editor. 


Subscription Rates UK Overseas Airmail 
Individual £60 £69 
Corporate/institutional £175.50 £188.75 


All subscriptions may be paid in US dollars at current rates of exchange. Payment for individual 
subscriptions must be by personal cheque or credit card. 


Copyright/Reproduction Policy 


© 2006 Wolters Kluwer (UK) Ltd. All rights reserved. Apart from fair dealing for the purposes of re- 
search or private study, or criticism or review, as permitted by the Copyright, Design and Patents Act 
1988, this publication or any part thereof may not be reproduced, stored or transmitted in any form or 
by any means without the prior permission in writing of Wolters Kluwer (UK) Ltd, Accounting and 
Business Research, 145 London Road, Kingston-upon-Thames, Surrey KT2 6SR. Tel: 0208 547 3333. 
Fax: 0208 247 1124. Except that (a) for courses of instruction articles in this issue of Accounting and 
Business Research may be copied without charge provided that the source and Wolters Kluwer's copy- 
right are indicated in such reproduction and (b) authors retain their personal right to re-use the material 
in future collections of their own work. 


Vol. 36 No. 2. 2006 


Farewell 


Accounting and Business Research came into 
being in 1970. There have been four editorial 
regimes in the ensuing years. The founding editor, 
Walter Taplin, handed over the reins to Bob Parker 
in 1975, who later shared the task with Chris 
Nobes. Ken Peasnell took over in 1993 and ap- 
pointed two associate editors, Mahmoud Ezzamel 
and Peter Moizer, to share the load. Thirteen busy 
years have passed, and it is now time for us to 
make way for a new editor. 

From its foundation, Accounting and Business 
Research has always been a broad church, pub- 
lishing research drawing on different areas of ac- 
counting, research traditions and methodologies. 
Our editorial experience over the past 13 years has 
taught us that accounting researchers need to be 
aware of what is going on in other parts of the dis- 
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cipline. We believe that the journal has contributed 
to this process. 

The outgoing editors are particularly pleased to 
be handing over to Pauline Weetman of the 
University of Strathclyde, who we know shares our 
vision of the journal and will continue its broad 
focus. From now on, all new manuscripts should 
be submitted electronically to abr@cch.co.uk. All 
correspondence on manuscripts in process should 
be submitted to Pauline. 

Finally, we would like to express our thanks to 
Freda Widders for the administrative support she 
has provided over the years. Without her calm ef- 
ficiency, the journal would not be where it is today. 


Ken Peasnell 
Mahmoud Ezzamel 
Peter Moizer 


A word from the new editor 


I very much appreciate being invited to take on the 
editorship of this highly-regarded journal, which 
has contributed inestimably to the development of 
accounting thought and practice over many years. 
Ken Peasnell, with the support of Mahmoud 
Ezzamel and Peter Moizer and a strong editorial 
board, has maintained a tradition of supporting re- 
search that makes a substantial and original contri- 
bution to knowledge in a style that is rigorous while 
remaining intelligible to a wide-ranging readership 
of academics and interested practitioners. 
Accounting and Business Research will continue 
to publish research of high quality, drawing on the 
expertise of reviewers of international standing. 
There are no preconceptions of the methodological 
stance or method of research investigation. 
Accounting is seen in its widest sense. We are in- 
terested in papers that contribute to improving our 
understanding of the core disciplines of account- 
ing (financial reporting, management accounting, 


financial management, auditing, accounting infor- 
mation systems, taxation, etc), and work that links 
accounting to its purposes and functions (e.g. cor- 
porate governance, economics of information, be- 
havioural and societal issues). Research also aims 
to look beyond national boundaries and beyond ex- 
isting professional practice in developing new 
thinking. It is for the authors of papers to explain 
clearly how they see the contribution of their re- 
search relating to the editorial policy of the journal. 

I look forward to receiving well-prepared sub- 
missions from authors who feel that their research 
has a significant contribution to knowledge that 
should be published to a wide readership. I am 
grateful to the editorial board for their continuing 
support and I am working with the publishers, 
Wolters Kluwer (UK) Ltd, to ensure that submis- 
sion to the journal and access for readers will 
provide the best opportunities to contribute to, and 
enjoy reading, Accounting and Business Research. 


Accounting and Business Research, Vol. 36. No. 2. pp. 65-91. 2006 
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A new method for ranking academic 
journals in accounting and finance 


Vivien Beattie and Alan Goodacre* 


Abstract —Given the many and varied uses to which journal rankings are put, interest in ranking journal ‘quality’ 
is likely to persist. Unfortunately, existing methods of constructing such rankings all have inherent limitations. This 
paper proposes a new (complementary) approach, based on submissions to RAE 2001, which is not restricted to a 
pre-defined journal set and, importantly, is based on quality choice decisions driven by economic incentives. For 
three metrics, submissions to RAE 2001 are compared with the available set of publications to provide evidence 
on the perception of journal quality, a fourth metric is based on the overall RAE grades, and an overall ranking is 


produced. 


1. Introduction 

The importance of academic journal articles as a 
form of scholarly output has resulted in academics 
devoting a great deal of effort towards the creation 
of journal rankings. Four approaches to the devel- 
opment of journal rankings have emerged: citation 
studies, perception studies and, more recently, 
‘market-test’ studies and internet downloading fre- 
quency studies. Each of the approaches has limita- 
tions. Citation studies depend on the assumption 
that a citation is an objective indicator of influ- 
ence. Although most citation studies make use of 
the Social Sciences Citation Index (SSCI), the 
number of accounting and finance journals cov- 
ered by this index is extremely limited, with many 
major outlets (for non-US academics) not includ- 
ed. Perception studies (also termed peer-review or 
opinion survey studies) appear to have been the 
dominant approach used in the accounting disci- 
pline. Typically, respondents are asked to assign 
points to each journal identified by the study, 
based on its ‘value’, ‘familiarity’ and/or ‘quality’. 
However, perception studies may suffer from in- 
herent biases such as a pre-disposition towards 
journals in which respondents publish. The mar- 


*The authors are respectively Professor of Accounting 
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Finance (University of Stirling). They would like to thank the 
Faculty of Management, University of Stirling, for the award 
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Finance, University of Stirling, Stirling FK9 4LA, UK. E- 
mail: Alan.Goodacre@str.ac.uk 
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ket-test is based on an analysis of library holdings 
but may reflect economic circumstances or ran- 
dom factors unrelated to journal quality. The 
download method suffers from faculty bias in 
posting working papers. 

The objective of this paper is to use the submis- 
sions to the most recently completed UK research 
assessment exercise (RAE) in a novel way to 
assess relative journal quality. The 2001 RAE 
required university “units of assessment’ (depart- 
ments or other groupings of researchers) to identi- 
fy research-active staff and to submit up to four 
research outputs for each, as an indicator of the 
quality of research undertaken. Units of assess- 
ment (UoAs) were graded into seven quality 
bands: 1, 2, 3a, 3b, 4, 5, and 5* (for further details 
see Otley, 2002). As research funding depended on 
the overall grade awarded, UoAs had significant 
economic incentives to select what they believed 
the peer review group (the RAE panel members) 
would view as the best research. 

The working methods of each RAE panel dif- 
fered slightly, but all the research outputs of ac- 
counting and finance researchers were assessed by 
the Accounting and Finance panel.! The published 
criteria and working methods of this panel state 
that, in assessing research quality, it will ‘collec- 
tively examine in detail at least one cited item per 
member of staff’ (RAE, 1999: 83.35.32). Items not 
examined were judged, inter alia, on *evidence of 
peer review' (RAE, 1999: $3.35.34). The chair of 
the panel explained that, while ‘the current system 
places considerable reliance, quite properly, on the 
refereeing processes of academic journals' it is 
‘hazardous to rely solely on publications in jour- 
nals deemed to be of high quality as a research as- 


! The outputs were either submitted directly or were cross- 
referred from another panel (see Section 3). 


ssment tool’, as “the quality of articles within the 
vers of any single journal can vary considerably 
quality’ (Otley, 2002: 401). This indicates clear- 
that the panel itself did not make use of journal 
ikings. However, to the extent that research 
ality and journal quality are correlated, econom- 
related decisions impounded in the RAE sub- 
ssions can be used to proxy relative journal 
ality. These rankings, which are proxy measures 
the overall rigour and quality of a journal's con- 
it and peer review processes, can be used for a 
riety of purposes. For example, they are useful 
guiding autbors' decisions about where to sub- 
t a paper and in benchmarking research produc- 
ity for individual promotion decisions and for 
stitutional evaluation purposes. 

The paper contributes by applying methods 
uch improve on prior journal ranking studies in 
ur ways. First, the study ranks journals that are 
greater relevance to non-US accounting and fi- 
nce academics than citation methods which typ- 
uly deal with a small number of US-based 
imals. Second, the ranked journals are not con- 
ained to a relatively small pre-determined list of 
tential journals; the ranked set of journals com- 
ises all those containing papers considered suffi- 
:ntly meritorious for submission to RAE 2001. 
urd, the rankings are based on choices which 
d significant economic implications for those 
iking the decisions, a major advantage over all 
*thods adopted previously in the accounting and 
iance discipline. Fourth, in contrast to studies 
uch have used RAE 2001 to rank journals in 
er disciplines, a comparison is made between 
pers published by the 'research-active' academ- 
; during the period and papers that they submit- 
Ito RAE 2001. The consideration of papers that 
Te, by implication, judged of ‘inferior’ quality 
pands the variability of the available data and 
sreby improves the potential for discrimination. 
3ally, and perhaps most importantly, while the 
(Mthods adopted here have limitations they are 
ferent to those present in all other methods that 
ve been used to rank journal quality. Our main 
ntribution can, therefore, be seen as providing 
angulation for these alternative methods. 

“our metrics are proposed based on the submis- 
m choices made in RAE 2001. Using informa- 
n from research-active individuals' quality 
cisions, two rankings are based on pairwise 
mparisons between journals (one at the individ- 
| researcher level; the other at the aggregate 
'el). Comparison between publications and sub- 
ssions underpins the third 'submission to publi- 
ion ratio' measure. The fourth measure involves 
: calculation of a weighted average RAE grade 
AE metric) based on the RAE 2001 peer review 
nel judgments. The three aggregate metrics are 
mbined to produce an overall ranking. Strong 
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correlations are observed between rankings based 
on the different journal quality proxies and also 
with recent survey studies. However, a large num- 
ber of submissions to RAE 2001 were from jour- 
nals excluded from survey studies, reflecting the 
diversity of interests of the UK accounting and fi- 
nance community. Thus, the paper provides a 
timely analysis of relative journal quality across a 
wide number of journals of direct relevance to 
non-US academics. 

The remainder of this paper is structured as fol- 
lows. Section 2 briefly reviews the prior literature 
on the ranking of accounting and finance journals. 
The third section sets out the methods applied, fo- 
cusing particularly on the linkage between the two 
databases providing the input data. Results are 
provided in Section 4, followed by a concluding 
section discussing the relevance and limitations of 
the results. 


2. Prior literature 

Given the pre-eminent position of academic jour- 
nal articles as a form of scholarly output (Parker et 
al., 1998), it is not surprising that academics have 
devoted a great deal of effort towards the creation 
of journal rankings. Two main approaches have 
emerged based on citation analysis and on peer re- 
view perceptions. More recently, two further ap- 
proaches have been reported based on the analysis 
of library holdings and on electronic paper down- 
loads via the internet. All approaches have to rely 
on proxies for the underlying, but unobservable, 
construct of interest which is journal quality. The 
number of journals ranked in these studies varies 
enormously (although it has increased over time as 
the number of journals has increased). Each of 
these approaches is outlined below; however, only 
à brief summary of research using the two main 
approaches is provided, as there are several good 
reviews of this literature (e.g., Brown and Gardner, 
1985; Hull and Wright, 1990; Brown and Huefner, 
1994; and Jones et al., 1996). 

Many citation studies make use of the Social 
Sciences Citation Index (SSCI). The basic idea is 
that a citation 1s an objective indicator of influ- 
ence. Proponents of this approach argue that it is 
an objective, value-free, evaluative technique 
(Brown and Gardner, 1985). However, Jones et al. 
(1996) suggest three main lines of criticism that 
have arisen. First, inconsistent rankings have been 
found, depending on the particular measures 
adopted. Second, there are ‘technical problems’ 
that may obscure the link between citation and 
quality. An obvious problem is that a citation 
might be negative, but others are more subtle. For 
example, authors cite papers that will enhance the 
likelihood of publication, such as those authored 
by potential referees and journal editors. Also, ci- 
tations may be biased in favour of: popular authors 
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who enjoy a ‘halo effect’; review papers; method- 
ological papers; or established researchers (Brown 
and Huefner, 1994). Third, and perhaps most prob- 
lematically, the number of accounting and finance 
journals covered by the SSCI is limited, with many 
major outlets (for non-US academics) not includ- 
ed. Of the 44 accounting and finance journals list- 
ed in the most recent UK peer review-based 
ranking (Brinn et al., 1996), only nine were listed 
in SSCI. In their study of the finance discipline, 
Chan et al. (2000) note that just 18 out of the 60 
journals in Heck's (1996) Finance Literature 
Index were included in SSCI. To overcome this 
limitation, they had to resort to manual collection 
of citation statistics for their ranking of 59 jour- 
nals. To provide some context for this limitation, it 
may be noted that 143 different finance journals 
were included in respondents’ lists of ‘top 20’ jour- 
nals in Oltheten et al. (2005). Similarly, UK ac- 
counting and finance academics published in 126 
different accounting and finance academic jour- 
nals in the two year period 1998-9 (Beattie and 
Goodacre, 2004) but only 21 of these journals 
(1796) are abstracted in the SSCI. 

Perception studies typically ask respondents to 
rank a provided list of journals based on 'value', 
‘familiarity’ and/or ‘quality’. Of the two recent 
UK studies one evaluates 44 accounting and fi- 
nance journals (Brinn et al., 1996) and the other 32 
accounting journals (Lowe and Locke, 2005). A re- 
cent international study investigates the ranking of 
58 named journals (Ballas and Theoharakis, 2003). 
Such studies typically overcome many of the lim- 
itations of citation studies but suffer from their 
own limitations related to the use of survey meth- 
ods. In particular, they suffer from ‘technical prob- 
lems' such as non-response bias (responses from 
non-respondents may differ from those obtained), 
sample representation bias (the sampled groups 
may not be representative of the entire popula- 
tion), and position bias (journal placement in the 
survey questionnaire may bias responses) (Brown 
and Huefner, 1994). Responses may also suffer 
from self-serving predisposition bias towards dif- 
ferent journals, particularly those in which the re- 
spondent either publishes or acts as reviewer/ 
editor. Importantly, such studies are necessarily 
subjective as they rely on human judgment. 

The market-test is based on an analysis of library 
holdings. Bertin et al. (1994) rank 62 journals 
using the holdings of 264 schools. Zeff (1996) re- 
ports on subscriptions to 67 accounting journals by 
twelve major libraries (located in the US, the UK 
and Australia), identifying three modal groups 
across the grading of journals. These gradings are 
interpreted as quality rankings by Wilkinson and 
Durden (1998) and Durden et al. (1999) and used 
by them to construct weighted measures of pro- 
ductivity of accounting faculty in New Zealand 
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and Australia, respectively. Locke and Lowe 
(2002) replicate Zeff's analysis for all 46 universi- 
ties in Australia and New Zealand, with the inten- 
tion of constructing a set of journal rankings of 
relevance to authors from that region; they find a 
*good deal of disparity' between their results and 
Zeff's journal gradings. 

The advent of electronic versions of papers 
available for downloading from the internet pro- 
vides another avenue for assessing journal quality. 
Two early illustrations of the potential of this ap- 
proach use the download frequency of heavily 
downloaded working papers from the Social 
Science Research Network (SSRN). The first ranks 
the journals in which the papers were subsequent- 
ly published (Brown, 2003), while the second 
ranks PhD programmes and faculties (Brown and 
Laksmana, 2003). The download frequency is used 
to provide the measure of 'impact', and by infer- 
ence a measure of journal and or faculty-member 
‘quality’. Brown identifies three advantages of 
such an approach. It is demand-driven at the 
micro-level, it potentially includes any/all journals 
that faculty might publish in, and it allows the ac- 
ademic community to register their views before 
the gatekeepers (editors and reviewers) decide 
what should be published. Limitations of the pro- 
cedure are that downloaded papers may not actual- 
ly be read, low quality papers by popular authors, 
or papers on hot topics may be more heavily 
downloaded, and authors can bias the measure by 
frequently downloading their own papers. Another 
issue identified by Brown (2003) is that there is a 
faculty bias in posting working papers, with finan- 
cial faculty more likely to post their working pa- 
pers to SSRN. However, the procedure appears to 
produce similar rankings to other studies and 
download frequencies are found to be positively 
related to citation frequencies. 

While many journal ranking studies appear con- 
tent to treat the measures obtained (using any ap- 
proach) unproblematically as interval level 
measures, some writers have chosen instead to 
classify the measures into broad ordinal cate- 
gories. Gray and Helliar (1994) establish two jour- 
nal groups based on refereeing policy: premier 
journals (of which there were 40) which are al- 
ways refereed, and secondary journals (of which 
there were 39) which are predominantly academic 
but not always refereed or where the refereeing 
policy is unclear. Brown and Huefner (1994), in a 
perceptions study of 44 accounting journals using 
US respondents, refer to 'three thresholds of qual- 
ity'. Zeff (1996) identifies three modal groupings 
from his study of library holdings. Hickman and 
Shrader (2000) create three quality groupings out 
of the 71 finance journals listed in Heck's Finance 
Literature Index, making use of Alexander and 
Mabry's (1994) citation-based quality ratings. 
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Hasselback et al. (2000) create four groups in their 
study of productivity benchmarks for accounting 
faculty by using cluster analysis: the best 4, the 
best 12, the best 22 and the best 40. This ordinal 
grouping approach has the advantage of not sug- 
gesting spurious accuracy in the ranking measures 
although inevitably a boundary problem exists for 
those journals at the margins. 

Prior research using different methods over quite 
a long time period has identified a very small num- 
ber of top journals with remarkable consistency. 
However, the quality of the large number of re- 
maining journals, those in which most research by 
most academics is likely to be published, is not 
well-determined. In part, this might reflect vari- 
able research quality within each particular jour- 
nal, variations over time, or perhaps local factors 
within different geographic regions. However, it 
also reflects the difficulty that researchers experi- 
ence in assessing quality using the approaches out- 
lined above. The current research contributes by 
adopting a novel approach that has advantages 
over prior methods. Specifically, the approach is 
not constrained to a limited pre-identified set of 
journals and is informed by economic incentives. 


3. Methods 
Members of the UK accounting and finance aca- 
demic community are based either in departments 


? [t was possible for a university to trade off the rank ob- 
tained with the number of staff submitted. For example, a unit 
that believed itself to be on the borderline between 4 and 5 
might choose to omit some staff of national (rather than inter- 
national) excellence in the hope of obtaining the 5 rank. If suc- 
cessful, it would obtain the higher funding rate (unknown ex 
ante) associated with the 5, but multiplied by the lower num- 
ber of staff submitted. The university would presumably make 
this decision based on the expected overall funding (Otley, 
2002). This means that some genuinely 'research-active' staff 
may have been omitted from the RAE 2001 process; these 
staff have also been excluded from our analysis. 

3 Having worked with the BAA Research Registers previ- 
ously, our priors were that they represent a reasonably accu- 
rate record of output by the A&F community. Some errors we 
have been able to correct in constructing the database, though 
some will remain. To assess the accuracy of our Registers' 
database, we manually checked all of the papers from the 63 
journals with five or more submissions to RAE 2001 (i.e. 
those in Tables 4 to 7) against entries in the Registers. Of the 
1,032 papers, 854 (82.8%) papers were included within the 
Registers. 88 (8.5%) were papers that had been published by 
individuals prior to their entry into the A&F community; these 
researchers had perhaps moved to the UK from abroad, or 
moved into an A&F group from another discipline. Sixteen 
(1.696) papers were submitted to RAE 2001 twice by the same 
individual (so were included once in the database but twice in 
RAE 2001). 74 (7.296) papers were omitted from the Registers 
in error. In a large majority of cases these related to re- 
searchers who had moved between institutions and the publi- 
cation had not been recorded by either institution. The rest 
presumably relate to inaccurate recording by the researcher or 
reporting by the institution. Thus, our best estimate of the ac- 
tual error rate in the Registers is 7.296. 
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within traditional faculties (or schools), often rep- 
resenting a loose grouping of management-type 
disciplines, or within more integrated business 
schools. Universities were able to choose whether 
to include research-active staff from the communi- 
ty within the specific ‘Accounting and Finance’ 
(hereafter A&F) unit of assessment or within the 
broader, and larger, ‘Business and Management’ 
(hereafter B&M) unit of assessment. If included 
within B&M, accounting and finance researchers 
were cross-referred to the A&F panel for advice to 
improve the consistency of quality assessment 
(Otley, 2002). Universities were free to identify 
which of their staff should be submitted as re- 
search-active, such staff contributed to the RAE 
grade achieved and attracted (to the university) the 
research funding which was allocated on the basis 
of RAE 2001. Staff whom universities identified 
as non-research-active were excluded from the 
RAE ranking process and attracted no research 
funds. 

Each research-active member of staff was al- 
lowed to submit up to four publications for quality 
assessment by the peer review panel; the census 
period for publications covered the five complete 
calendar years 1996 through 2000. The restricted 
population of research-active staff and their four 
‘best’ publications were identified from the RA2 
submissions made to the two relevant panels of 
peer-reviewers (A&F, and B&M), available from 
the RAE 2001 web-site (RAE, 2001). The full 
population of publications available for submis- 
sion in the census period was identified from the 
three relevant biennial British Accounting Review 
Research Registers (Helliar and Gray, 1998, 2000; 
Helliar et al., 2002)? Staff from the accounting 
and finance community (defined as those included 
in at least one of the three registers) were matched 
with those submitted to RAE 2001 as research-ac- 
tive, thereby screening out of the community those 
defined (in RAE terms) as non-research-active. 

Although the total number of articles from a par- 
ticular journal that was submitted to RAE 2001 is 
interesting in its own right and is reported in the 
present paper, this measure gives a poor indication 
of perceived quality. Some journals, particularly 
US-based ones, are not easily accessible to UK ac- 
ademics for reasons unrelated to journal quality. A 
stronger indication of quality can be obtained from 
the comparative choices actually made, by com- 
paring the submitted subset in relation to the avail- 
able set of publications. This comparison can be 
made at two levels, the individual staff member 
level and the aggregate population of submitted 
staff. 


Metric 1: Individual pairwise comparisons 

First, at the individual staff member level, a pro- 
cedure to capture the micro 'quality' decision- 
making process was adopted. For this, a large 
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number of pairwise comparisons was made to 
identify how often a paper in a given journal was 
chosen in preference to papers in other journals, 
with the preferred paper implied to be of higher 
quality. For example, if a paper from journal A is 
submitted to RAE 2001 by a particular researcher 
but one from journal B is not, the implication, ce- 
teris paribus, is that A is perceived as a higher 
quality piece of work; this suggests that journal A 
is of higher quality. In later reported results, this is 
termed a ‘win’ for journal A and a ‘loss’ for jour- 
nal B. If an individual researcher has 6 items avail- 
able for submission (i.e. four selected and two 
not), then differential quality inferences can be 
made in relation to eight pairwise comparisons (it 
is not possible to distinguish between the four se- 
lected items). Such pairwise comparisons provide, 
for each researcher and then in aggregate, a tally of 
the number of times a particular journal is pre- 
ferred (wins) over each of the other (non-submit- 
ted) journals. 

This information can be used to produce a rank- 
ing of journals using the transitivity principle; i.e. 
if journal A > B and journal B > C, this implies 
journal A » C. Detailed analysis of this type can be 
used to construct a rank order of journals. 
Specifically, a summary matrix of pairwise com- 
parisons was produced and then refined manually 
by changing the rank order iteratively to minimise 
the number of inconsistent cells (win/loss rever- 
sals) in the table; these inconsistencies indicate sit- 
uations where the transitivity principle breaks 
down. Inconsistencies close to the diagonal were 
removed first as these removals were less likely to 
create further inconsistencies. Changing those fur- 
ther from the diagonal typically produced more in- 
consistencies than were resolved. While it is 
impossible to eradicate all inconsistencies, the 
ranking is likely to be a good approximation based 
on the relatively noisy data (see also footnote 14). 
An advantage of the approach adopted is that the 
ranking avoids the use of other metrics used in the 
present paper, so can be viewed as having a degree 
of independence. Conceptually, the approach is 
perhaps the strongest of those used. However, in 
practice there were only a small number of pair- 
wise comparisons available for many journals, so 
the method had to be restricted to a relatively small 
set of journals. While these were the more 'popu- 
lar' and, therefore, also important journals as far as 
the UK accounting and finance community is con- 
cerned, other metrics with wider applicability were 
also used. 


4 The choice of one article over another is presumed to be 
based on perceptions of relative journal quality. However, it 
might also be based on other factors such as a lengthy contri- 
bution being preferred to a shorter note or comment, or an ar- 
ticle based on empirical data or a novel method of data 
analysis being preferred to a more discursive piece. 
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Metric 2: Aggregate pairwise comparisons 

The second method, while still based on pair- 
wise comparisons, avoids the difficulty with the 
first method by combining the comparisons into an 
aggregate measure. An overall preference ratio 
based on the total number of wins and losses for 
papers from each journal was calculated: 


Preference ratio = noof wins <= no of wins 
total no of wins 
no of + no of 

comparisons losses 


This aggregate preference ratio gives an overall 
indication of the accounting and finance commu- 
nity's views about the relative quality of papers in 
each journal. À high preference ratio suggests that 
the journal is clearly favoured by the community. 
A limitation of this metric is that no distinction is 
made between wins over high or low quality jour- 
nals; each win (or loss) is ranked equally. 

The two metrics presented thus far involve a 
comparison between each researcher's available 
publications and those submitted to RAE 2001. It 
should be recognised that both of these metrics are 
unable to take into account various 'game playing' 
strategies that might have been adopted by indi- 
vidual UoAs.* For example, suppose that re- 
searcher A had several high quality papers jointly 
authored with less experienced staff. The UoA had 
to decide the optimal allocation of the jointly-au- 
thored papers between the co-authors. Given that 
the A&F panel had indicated in its published work- 
ing methods that it did not expect the same paper 
to be submitted more than once by the same UoA, 
the UoA might have considered it optimal to ‘allo- 
cate' one or more of the papers to a less-experi- 
enced researcher (B) to boost his/her profile of 
publications. This might have enabled extra re- 
searchers to be included as research-active or 
might have contributed to an overall increase in 
the ranking achieved by the UoA, resulting in pos- 
itive economic consequences in both cases. 

The effect of this rational behaviour is to intro- 
duce a limitation to the present study. The obser- 
vation related to researcher A is adversely affected, 
in that the 'allocated' high quality publication will 
be deemed inferior to those (from other journals) 
actually submitted by researcher A. Given that it is 
not possible to adjust for this within the research 
design, it is important to consider tbe likely impact 
of this limitation. Assuming that the effect is ran- 
dom across high quality journals, the impact will 
be neutral across these journals though some noise 
will be introduced. Nonetheless, it will serve to re- 
duce the differences observed between high quali- 
ty and lower quality journals, in effect a form of 
symmetric *mean-reversion'. However, there is no 
reason to expect that any systematic asymmetric 
bias will be introduced to the rankings. It is im- 
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portant to note that the remaining two metrics do 
not suffer from this limitation. 


Metric 3: Aggregate submission to publication 
ratio 

Third, based on aggregate rather than individual 
staff level comparisons, comparative choice was 
measured by calculating the percentage of the en- 


tire set of publications by research-active staff in a : 


particular journal that was actually submitted to 
RAE 2001. A journal for which a higher percent- 
age of the available publications was submitted 
implies a perception of higher quality. For this 
metric, ‘allocation’ of a paper to a joint author has 
no impact as the paper is included in the 'submit- 
ted' count for the journal. 


Metric 4: Weighted average RAE grade (RAE 
metric) 

A fourth ranking metric was based on the over- 
all RAE 2001 grades awarded to UoAs. These 
were used to calculate a weighted average grade 
(RAE metric) of UoAs submitting papers from 
each journal. A journal with relatively more sub- 
missions by higher rated UoAs suggests higher 
quality papers therein, so a higher quality journal. 
The metric is defined as: 


: 
» sub, x RAE grade, 
RAE metric; e => — — — — 


) sub; 


where: 


— total number of submissions from 
journal j to RAE 2001 for UoAs 
with transformed grade: RAE grade, 


RAE grade, — transformed UoA RAE 2001 grade 
ranging from i = 1 — 7 (i.e. ranks 
1-5*) 


For example, there were 64 submissions from 
Accounting and Business Research to RAE 2001 
(sub, = 64). Of these, the number of submissions 
from UoAs graded 1 through 7 were, respectively, 
0,0,2,2, 7,37, 16 (see row 2, Table 2, later). Thus, 
the weighted average RAE grade (RAE metric) of 
UoAs submitting papers from the journal equals 
6.0, calculated as: 


(O x 1) + (0 x 2) + (2 x 3) + 


sub;; 


(2x4)+(7x5)+ 
RAE metric = (37 x 6) + (16 x 7) = 383 
64 64 


For this metric, the research quality difference 
between adjacent RAE grades is implicitly as- 
sumed, somewhat arbitrarily, to be equal. This was 
not the view taken by the funding bodies when al- 
locating research funds to UoAs on the basis of 
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RAE 2001. For departments in England and 
Wales, the Higher Education Funding Council 
awarded research funds according to the ratios 
2.707: 1.89 : 1: 0.305 for UoAs graded 5*, 5,4 and 
3a (transformed ranks 7, 6, 5, 4) respectively with 
no funds awarded to those graded 3b, 2 or 1 (trans- 
formed ranks 3, 2 ,1) (p. 415, Otley, 2002).’ 
Consequently, a second ranking metric was inves- 
tigated, similar to RAE metric, in which greater 
weight was given to papers from more highly 
ranked UoAs reflecting the relative ‘worth’ at- 
tached to the research used by funders in allocat- 
ing research funds. This could be viewed as 
somewhat similar to the ‘money-weighted return’ 
measure in financial management. However, the 
ranking using this second metric was almost iden- 
tical to that obtained using RAE metric (Spearman 
correlation = 0.992) so 1s not separately reported. 
To ensure that there are at least a moderate num- 
ber of data points on which to base inferences, 
only journals with a combined total of five or more 
submissions to A&F and B&M panels in RAE 
2001 are analysed and reported for metrics 2 
through 4.8 The RAE metric is reported based on 
submissions to each panel separately and com- 
bined, with the combined score used to rank the 
journals. The merging of the RAE grades produced 
by the separate panels into a single combined 
measure is not without problem. First, the grade 
awarded by the B&M panel related to a relatively 
large and diverse group of constituents reflected in 
the typical business school. Thus the link to the 
contribution by members of the accounting and fi- 
nance community is less strong than for submis- 
sions to the A&F panel. Second, the average grade 
awarded by the two panels differed. For example, 
for the 63 journals in Tables 4—7, the mean RAE 
grade (metric 4) is 5.98 for the A&F panel, 5.37 for 


* As indicated in footnote 3 above, every submission from 
the main journals (those analysed in Tables 4—7) was checked 
against the BAR Research Registers. Overall, 17.296 of sub- 
missions were, for one reason or another, not included in the 
Registers. The omission rate was lower for journals that had a 
large number of submissions to RAE 2001; e.g. for journals 
with 15 or more submissions it was 12.196. For metric 3 (ag- 
gregate submission/publication rate) calculations, the total 
number of available publications from each journal has been 
increased to take account of these omissions. 

6 A similar measure has been adopted for other related dis- 
ciplines: business and management (Geary, Marriott and 
Rowlinson, 2004); retailing (Dawson et al., 2004); and mar- 
keting (Easton and Easton, 2003). In the latter study the au- 
thors describe the measure using the term ‘RAE Implied 
Journal Quality’ (RIJQ); the Cusum Index they report in Table 
5 produces an identical ranking to the measures reported in 
Geary et al. and in the current study. 

? For UoAs in Scotland the equivalent ratios (starting at 5%) 
were not dissimilar at 3.2; 2.8; 1.55; 1; 0; 0; 0 (Otley, 2002). 

* The studies of RAE-based journal rankings in other relat- 
ed disciplines focused on journals with a minimum frequency 
of three (Geary et al., 2004) or six (Easton and Easton, 2003; 
Dawson et al., 2004). 
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Table 1 
Summary statistics of research-active staff 


Panel À 
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Research-active staff submitted to either A&F or B&M panel (per RAE 2001) 


Number of outputs (per RA2)* 
— RAE 2001 grade —— Academic 
Original Transformed No of staff No of inst! journal papers Others Total ` 
1 1 13 3 20 27 47 
2 2 172 15 441 182 623 
3b 3 219 18 851 176 1027 
3a 4 568 25 1694 401 2095 
4 5 732 26 2310 427 2737 
5 6 793 25 2388 541 2929 
5* 7 348 3 948 347 1295 
2925 117 8652 2101 10753 
Panel B 
Research-active staff submitted from A&F community to either A&F or B&M panel (per BAR research 
registers) 
Number of outputs (per RA2)? 
—— RAE 2001 grade — Academic 
Original Transformed No of staff No of inst! journal papers Others Total 
1 1 0 0 0 0 0 
2 2 6 4 19 3 22 
3b 3 32 13 100 19 119 
3a 4 53 15 158 35 193 
4 5 126 19 401 57 458 
5 6 186 23 573 107 680 
5* 7 122 5 326 108 434 
525 79 1577 329 1906 
Notes: 


]. Strictly this represents the number of separate submissions by institutions, as submissions by the same 
institution to the A&F and B&M panels are counted twice. 
2. Full credit is given to the submitted individual for jointly-authored publications. 


B&M and 5.62 overall. However, this should not, 
in itself, affect the combination as long as the rel- 
ative ranking of journals is similar across the two 
panels. For metric 4, the rank correlation between 
the A&F panel and the overall rank used in Table 
6 is high. For example, for all journals with at least 
two submissions to the A&F panel (n = 43) the 
correlation is 0.81 and for journals with at least 
three submissions (n = 27) it is 0.91. Thus, there is 
good evidence to suggest that the combination of 
panels is not introducing significant bias into the 
rankings. 

Third, there is an implicit assumption that all 
work in a (say) 5-rated department is of the same 
high standard. This is clearly not the case, as the 
criterion for awarding a 5 was between 10-50% of 
the work submitted should be of ‘international’ 


? We are grateful to one of the reviewers for highlighting 
these two limitations. 


quality, so a significant proportion of the research 
output was of lower quality. Again, it can be ar- 
gued that this will introduce noise, rather than bias, 
to the results.’ 

Finally, to summarise the overall picture emerg- 
ing for the common set of journals from the use 
of the three aggregate metrics, an overall rank is 
computed based on the simple mean of the ranks 
from the three. Each of the three proxies has dif- 
ferent advantages and limitations and none of them 
is clearly dominant, so the use of a simple mean 
rank, while somewhat arbitrary, does not seem un- 
reasonable. 


4. Results 


Background statistics 

Table 1 provides summary statistics about re- 
search-active staff submitted to either the A&F or 
B&M peer-review panel of RAE 2001. It reports 
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the number of staff and the number of outputs sub- 
mitted, analysed by the ranking obtained in the 
RAE (1 to 5*, transformed into rank 1—7) and the 
type of output. . 

Panel A shows that publications for 2,925 re- 
search-active staff were included in 117 institution 
submissions; 8,652 items of output were journal 
papers and 2,101 were other forms of output such 
as book chapters, discussion papers etc. Panel B 
repeats this information for the subset of staff from 
the ‘accounting and finance community’ as de- 
fined by entry in at least one of the three relevant 
Research Registers. Thus 525 of the total 2,925 re- 
search-active staff, from 79 different institution 
submissions, were listed in at least one of the 
registers, and 1,577 academic journal papers were 
submitted for these staff." 


Submission statistics by journal 

Table 2 reports the frequency with which papers 
from each journal were submitted by research-ac- 
tive staff from the accounting and finance commu- 
nity to RAE 2001, analysed by RAE grade. Panel 
A shows the 30 (including ties) most frequently 
submitted journals, ordered by total number of 
submissions. Panel B shows the distribution of 
submission numbers across all submitted journals. 
As might be expected, the submission numbers are 
negatively skewed with a large tail of single sub- 
missions (217 journals). The number of journals 
comprising 50% of the submissions is 26 overall, 
but with greater concentration in the A&F panel 
(17 journals) than the B&M panel (29 journals). 
As might be expected from our focus on the ac- 
counting and finance community, the journals 
most frequently submitted to the two panels were 
generally very similar, with nine of the top 10 
common to both panels, albeit with different pro- 
portions of submissions. 


10 At three institutions (Durham, Edinburgh and Manchester 
Universities), some of the accounting and finance community 
staff were submitted to the A&F and some to the B&M panel, 
só the number of different institutions is 76. 

ll Analysis of this summary across the two separate RAE 
panels shows that, overall, output for 225 (2700) research ac- 
tive staff from 20 (97) different institutions was submitted to 
the A&F (B&M) peer-review panel. 677 (7975) items of out- 
put were journal papers and 134 (1967) were other forms of 
output such as book chapters, discussion papers etc. For the 
A&F panel, 204 (91%) of the total 225 research active staff 
were from the accounting and finance community; the re- 
maining 21 (996) were mainly economists who were included 
within submissions from certain institutions. For the B&M 
panel, 321 (11.996) staff were from the 'accounting and fi- 
nance community' and submitted 959 journal papers to RAE 
2001. 

? The Journal of Finance is excluded from this analysis as 
there were almost no direct comparisons available between 
Journal of Finance and other journals in the table. The 12 in- 
dividuals from the A&F community with RAE 2001 submis- 
, sions from Journal of Finance tended to publish in other 
| journals not readily accessible to UK researchers. 
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The data in Table 2 provide an initial opportuni- 
ty to identify which journals appear to be highly 
regarded by high ranking research UoAs. For ex- 
ample, six journals achieve 10 or more submis- 
sions by rank 7 (5*) departments: Journal of 
Business Finance and Accounting, Áccounting and 
Business Research, Accounting Organizations and 
Society, Journal of Banking and Finance, Journal 
of Finance and Research in Financial Studies. 


Metric 1: Individual pairwise comparisons 

A journal which published a paper that was not 
submitted by a research-active individual to RAE 
2001 can, ceteris paribus, be inferred to be of less- 
er quality than the journals which published the 
papers that he/she did submit. For each pair of 
journals in this comparison, one wins (submitted 
paper) and one loses (not submitted). Table 3 sum- 
marises the results of this comparison for 18 of the 
19 most frequently submitted journals"? in a matrix 
indicating the number of wins and losses for each 
pairwise comparison. For example, the intersection 
of the British Accounting Review row and Journal 
of Business Finance and Accounting column 
shows 21 wins for Journal of Business Finance 
and Accounting over British Accounting Review 
and 8 losses. Overall, papers in Journal of 
Business Finance and Accounting were perceived 
as of higher quality than papers in British 
Accounting Review by those submitting to RAE 
2001. A blank win/loss cell (e.g. Accounting 
Organizations and Society/Applied Financial 
Economics) implies that no direct comparison be- 
tween the journals is possible since no researcher 
submitted a paper from either journal to RAE 2001 
and also had published papers in the other journal 
available for submission. However, the transitivity 
principle was used to produce a ranking of journals 
where no direct comparison exists. For example, 
since Accounting Organizations and Society is 
preferred to Journal of Business Finance and 
Accounting (4 wins, 0 losses) and Journal of 
Business Finance and Accounting is preferred to 
Applied Financial Economics (15 wins, 2 losses), 
Accounting Organizations and Society can be in- 
ferred as superior to Applied Financial Economics. 

After an initial ranking of journals, a summary 
matrix in the style of Table 3 was produced. 
Reading down each column, cells below the diag- 
onal should show net wins for the column journal 
since the column journal is ranked higher than the 
row journals; conversely, cells above the diagonal 
should show net losses for the column journal. The 
ranking was then refined manually by trial and 
error to minimise the number of inconsistent cells 
(win/loss reversals) in the table. For example the 
comparison between Financial Accountability and 
Management and Accounting and Business 
Research shows 4 wins and 0 losses for Financial 
Accountability and Management, suggesting that 
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Financial Accountability and Management should 
rank higher than Accounting and Business Research. 
However, placing Financial Accountability and 
Management above Accounting and Business 
Research violates the implied superiority of five 
journals (Accounting, Auditing and Accountability 
Journal, Journal of Business Finance and 
Accounting, Critical Perspectives on Accounting, 
Accounting, Business and Financial History 
and Management Accounting Research) over 
Financial Accountability and Management, ie. 
solving one inconsistency produces five more!!? 
While some such inconsistencies remain in Table 3 
(win/loss reversals indicated by emboldened fig- 
ures in cells),^ and the solution may not be 
unique, the ranking is consistent with alternative 
determinations.!> 

The next three tables summarise the rankings of a 
much larger set of 63 journals Ge, those with at 
least five submissions to RAE 2001) using three dif- 
ferent metrics. Papers submitted to RAE 2001 from 
these 63 journals comprise 1,032 (65%) of the total 
1,577 journal paper submissions. The inclusion of 


13 The explanation for this observation is that the 
Accounting and Business Research papers were jointly au- 
thored with others at the same institution and were ‘allocated’ 
to one of the other authors to improve the institution's overall 
quality of papers submitted to RAE 2001. 

14 There are a three further inconsistencies (not emboldened 
in the matrix) that relate to pairwise comparison high-score 
‘draws’ (i.e. equal number of wins and losses). All three in- 
volve the European Accounting Review: with Accounting, 
Auditing and Accountability Journal (six wins and six losses), 
with Critical Perspectives on Accounting and with 
Management Accounting Research (both three wins and three 
losses). These suggest a wide variation in perception of the 
quality of papers in European Accounting Review. The posi- 
tive and negative inconsistencies in the International Journal 
of Auditing comparisons also suggest a wide variation in per- 
ception. 

I? An alternative approach to ranking based on these pair- 
wise comparisons can be undertaken by treating each compar- 
ison as the result of a game between the two, analogous to a 
soccer game. Continuing the soccer analogy enables a league 
table to be constructed based on the results for each team 
(journal). Various points systems were assessed and a modi- 
fied version of the current UK soccer league system was con- 
sidered reasonable. It seemed important to recognise that a 
score draw (e.g. Win 1 Loss 1) conveyed greater information 
than a no-score draw (which implies no comparisons between 
two journals were available). So a table was constructed based 
on the following: overall win = 3 points; ‘score’ draw = 2 point; 
*no-score' draw = 1 point; loss = 0 points). In this league table, 
the Journal of Banking and Finance came marginally top with 
40 points (11 wins; | ‘score’ draw; 5 'no-score' draws; and 
a win/loss (goal) difference of +32), closely followed by 
Accounting and Business Research on 39 points (W 11; SD 3; 
NSD 0; WL diff +29) and Accounting Organizations and 
Society with 37 points (W 10; SD 0; NSD 7; WL diff +33). 
The marginally changed ranking reflects the additional infor- 
mation which is aggregated within the league measures and 
the reduced emphasis on the results of individual ‘games’ be- 
tween the top teams (journals). Overall, the ranking was simi- 
lar to that reported in Table 3 (Spearman correlation = 0.924) 
with a maximum rank change of +4. 
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more journals in the ranking set increases the po- 
tential relevance of the analysis but at the cost of re- 
duced reliability. Caution needs to be exercised in 
attributing too much weight to evidence based on a 
small number of observations. Using the classifica- 
tion in Beattie and Goodacre (2004), over a third 
(23) of the 63 journals are classified as non-core 
journals, covering mainly economics and manage- 
ment disciplines; this reflects the diversity of output 
from the accounting and finance community previ- 
ously identified (Beattie and Goodacre, 2004). 


Metric 2: Aggregate pairwise comparisons 

Table 4.summarises the pairwise comparisons in 
an alternative aggregated form. It shows the total 
number of times a journal was preferred over any 
other journals (wins) and the total number of times 
it was not (losses). The table is ranked on the ag- 
gregate preference ratio of wins/losses. In this 
analysis, seven journals with low submissions are 
ranked top; these include four outside mainstream 
accounting and finance as well as three that have 
been consistently ranked highly in prior studies 
(Journal of Accounting Research, Journal of 
Financial and Quantitative Analysis and Journal 
of Financial Economics). The Journal of Finance 
ranks next, marginally above the Journal of 
International Money and Finance, followed by 
Accounting Organizations and Society and the 
Journal of Banking and Finance. The top six in the 
previous analysis maintain their high rankings 
(here 10, 11, 13, 15—17) but the relative rankings 
of Accounting, Business and Financial History 
and European Financial Management decline to 
39 and 41, respectively. The Review of Financial 
Studies fares less well (ranking 31) than suggested 
by its association with RAE 7-graded UoAs re- 
ported earlier in Table 2. 


Metric 3: Aggregate submission to publication ratio 
This metric is based on the expectation that a 
large proportion of the available papers from jour- 
nals perceived to be of high quality (assumed to in- 
clude high quality papers) would be submitted to 
RAE 2001; lower proportions would be expected 
for lower quality journals. This suggests a correla- 
tion between journal quality and the proportion of 
available papers submitted. Table 5 reports the 
number of papers from each journal submitted to 
RAE 2001 and the total number of papers pub- 
lished in that journal by the same research-active 
staff over the same 1996—2000 period based on 
listings in the British Accounting Review Research 
Registers. The publication numbers have been ad- 
justed for all RAE submissions that had been omit- 
ted from the Registers. This data allows the 
submission to publication ratio to be calculated. 
In Panel A of Table 5 the 63 journals are ranked 
on the total combined aggregate RAE submission 
to publication ratio (penultimate column), with the 
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Table 3 


ACCOUNTING AND BUSINESS RESEARCH 


Ranking based on metric 1: individual pairwise comparisons 


rank 

Accounting Organizations and Society ! 
Journal of Banking and Finance 2 
Journal of Futures Markets | 3 
Accounting and Business Research 4 
Accounting Auditing and Accountability J 5 
Journal of Business Finance and Accounting 6 
Critical Perspectives on Accounting 7 
Management Accounting Research 8 
Accounting Business and Financial History a 
Financial Accountability and Management 10 
European Financial Management 11 
British Accounting Review 12 
International Journal of Auditing 13 
European Accounting Review 14 
Applied Financial Economics 15 
Accounting Education 16 
European Journal of Finance 17 
Journal of Applied Accounting Research 18 


Notes: 


AOS | JBF | JFutM | ABR | AAAJ | JBFA 
W L|W L|W L|W L|W L|W L 
o oo 0/1 3|7 9|0 4 
0 0 0 ilo 211 1/2 7 
o oli of 1 1/0 of2 4|. 
3 1/2 0|1 1 3 4|12 13 
ó Spp Tio 014 a 1 3| 
4 0/7 2/4 2|13 12 3. 1 
9 3.1 ojo 0|3 0/16 14/3 1 
6 1/0 0/0 0/5 3|10 8|3 2 
3 01 ojo Dit 1|5 ol1 2 
3 0|1 ojo ojo 4|6 511 O 
o 0|4 1/5 2|3 2/0 0|10 4 
4 0]2 ojo 1|9 2/7 4|21 8 
3 1/0 ojo 0|1 1/6 1|1 0 
4 2|0 0/0 0/8 3/6 6|7 O 
o olun 01/4 0/2 O10 Of15 2 
o 0/2 ojo 0|8 ols o|1 o 
0 0 0/4 1|5 0/0 0|13 1 
o olo ojo o|2 0/3 o|2 0 


1. W (L) = win (loss) for column journal over row journal. Win means that a paper from the particular journal 
was submitted in preference to an available paper from the other journal. 

2. Emboldened figures in cells indicate that the pairwise comparison result is inconsistent with the relative rank- 
ing of the two journals indicated by the row/column intersection. 

3. The information to the right of the diagonal is the transpose of that to the left, so can be considered redundant. 
However, it is retained in the table to aid appreciation of the ranking for each particular (columnar) journal. 


journal ranking from a recent UK perception sur- 
vey (Brinn et al., 1996) included in the final col- 
umn for comparison. There are seven journals for 
which 100% of the available papers were submit- 
ted to RAE 2001. This group includes the Journal 
of Financial and Quantitative Analysis, Journal of 
Accounting Research, Accounting and Business 
Research and Journal of Financial Economics. 
The Journal of Finance ranks next with a ratio of 
95%. All of these were rated highly in the Brinn 
et al. (1986) survey. The top 20 journals include 
eight finance journals plus the Journal of Business 
Finance and Accounting, six of which were not in- 
cluded in the Brinn et al. survey, including some 
relatively new journals. This implies that some jour- 
nals seem able to establish a high reputation very 


quickly and confirms the need for regular reap- 
praisal of relative journal quality. Of the remaining 
11 journals in the top 20, three are accounting and 
eight are non-core economics and management 
journals. The inclusion of nine finance, but only 
three accounting, journals in this top group may 
reflect the fact that finance journals are more ac- 
cessible to UK staff, in view of the globalisation of 
markets; by contrast, accounting remains a more 
local discipline (Lukka and Kasanen, 1996). 

The next 15 journals, in the submission to publi- 
cation ratio range down to 65%, include four that 
would be regarded as core ‘quality’ journals for the 
accounting and finance community. Several more 
core journals are observed with ratios above 55%. 
The relatively low rating for Critical Perspectives 
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CPA | MAR | ABFH| FAM | EFM | BAR 
W LIW LIW LIW LIW LI W L 
|3.9|1 6/0 3/0 3/0 ojo 4 
o ılo olo ılo ılı 4/0 2 
fo ojo ojo ojo 0/2 5|1 0 
0 31/3 5/1 114 ol2 3.2 9 
14 16| 8 10|0 5/5 6/0 0|4 7. 
1 3|2 3|2 1|0 1|4 10|8 2 
[1 4/0 312 6/0 014 5 
4 1 0 ılo 910 0/5 6 
l3 oļi of jo iļo oļi 2 
6 219 0|1 0 0 014 5 
o oļo ojo ojo oj Jo 1 
5 416 512 115 4]1 0 
2 3|0 4/2 012 olo 0|3 1 
3 34 311218 oli 01 4 
9 10 0/0 1/0 0|1 0|2 0 
5 ols 2|0 ol4 11/0 01|4 3 
Lë oj1 ojo ojo 0|2 014 3 
9 014 olo olo olo ois" 


on Accounting may result partially from the inclu- 
sion of very short items (such as poems) in the 
available publications lists, also, perhaps certain 
staff publish relatively frequently in this specialist 
journal so not all could be submitted to RAE 2001. 
Ten journals have a submission to publication ratio 
of 5096 or less. 

Panel B of Table 5 repeats the above analysis for 
those journals ranked in the Brinn et al. (1996) sur- 
vey for which less than five papers were submitted 
to RAE 2001. This is included for completeness 


16 Unfortunately, it was not possible based on the available 
publications database to separate out such minor 'publica- 
tions' for Critical Perspectives on Accounting or for other 
joumals which feature such items. 
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IJAud | EAR | AFE | Aed | EJOF PAppAR 
W LIW L W L W L W LIW L 
d. 3|2 410. olo 0 0 0| 0 0. 
0 0/0 010 1110 210 31/10 0 
o ojo ofo 4/0 oji 4/0 0 
1 113 8 10 210 8/0 510 2 
1 ele ein 0]0 5/0 ojo 3. 
O 1/0 712 15140 1|1 1310 2 
3 2|3 31 0/0 5|0_0|o 9 ` 
4 013 310 012 S|O 110 4 
0 2/2 1/1 ojo ojo ojo o: 
0 210 4i0 0 1 410 010 0 
o ojo ijo 1|o ojo 210 0. 
1 314 510 213 413 411 S 
2 |2 2/0 0|1 ojo 0|1 0 
2 2 0 010 2/0 1|0 0 
o ojo oj |o 1 t 3lo o 
0 1/2 011 0 0 010 i| 
9 0|1 0/3 1/0 o| [0 2. 
0 1/0 OF; 0 OF 1 012 0 


but should be interpreted with particular caution, 
given the small number of observations. It is im- 
portant to note that all of the nine journals with 
submission to publication ratios of 100% are based 
in the US or Canada, indicating the relative infre- 
quency with which UK-based academics publish 
in these journals (Brinn et al., 2001). A further five 
journals ranked in Brinn et al. (1996) do not fea- 
ture in either Panel A or Panel B as no papers were 
submitted to RAE 2001 by staff from tbe account- 
ing and finance community. The omitted journals 
(with Brinn et al. (1996) ranks in brackets) are: 
Accounting Review (5); Journal of Accounting 
Literature (13); Behavioral Research in Accounting 
(20); Advances in Accounting (23); Accounting 
and Finance (41). 
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Table 4 
Ranking based on metric 2: aggregate pairwise comparisons (preference ratio) 
Rank Journal! wins’ losses? prefratio mosubs 
1 Academy of Management Journal 21 0 1.000 7 
1 Journal of Accounting Research 12 0 1,000 5 
1 Journal of Financial and Quantitative Analysis 6 0 1.000 2 
1 Journal of Financial Economics 5 0 1.000 6 
I European Journal of Operational Research 3 0 1.000 5 
1 Réview of Economic Studies 3 0 1.000 5 
1 Journal of the Operational Research Society 2 0 1.000 9 
8 Journal of Finance 18 2 0.900 18 
9 Journal of International Money and Finance 14 2 0.875 13 
10 Accounting Organizations and Society 70 19 0.787 4] 
11 Journal of Banking and Finance 53 15 0.786 32 
12 Economic History Review 13 4 0.765 5 
13 Journal of Futures Markets 26 11 0.703 17 
14 Human Relations 7 3 0.700 6 
15 Accounting and Business Research 120 54 0.678 64 
16 Accounting Auditing and Accountability Journal 121 65 0.651 58 
17 Journal of Business Finance and Accounting 143 80 0.641 122 
18 Journal of International Accounting, Auditing 26 16 0.619 5 
and Taxation 
19 Manchester School of Economic and Social Studies 17 11 0.607 14 
20 International Journal of Accounting 18 12 0.600 H 
20 Abacus 15 10 0.600 7 
22 International Journal of Finance and Economics 13 9 0.591 8 
23 Journal of Management Studies il 8. 0.579 6 
24 European Finance Review 4 3 0.571 5 
25 Economics Letters 17 13 0.567 6 
26 Journal of International Financial Management 20 16 0.556 8 
and Accounting 
27 Critical Perspectives on Accounting 81 67 0.547 48 
28 Journal of Empirical Finance 6 5 0.545 8 
29 Management Accounting Research 57 50 0.533 47 
30 Financial Accountability and Management 49 45 0.521 32 
31 Business History 11 1] 0.500 6 
31 Review of Financial Studies 6 6 0.500 12 
31 Organization Studies 5 5 0.500 5 
34 British Accounting Review 81 90 0.474 56 
35 Organization 4 5 0.444 9 
36 European Accounting Review 44 57 0.436 36 
37 Economic Journal 3 4 0.429 6 
38 International Journal of Auditing 21 31 0.404 15 
39 Accounting Business and Financial History 18 29 0.383 24 
40 British Journal of Management 17 30 0.362 13 
41 European Financial Management 17 31 0.354 17 
42 Accounting History 15 31 0.326 10 


43 Accounting Historians Journal 5 11 0.313 7 
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Table 4 
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Ranking based on metric 2: aggregate pairwise comparisons (preference ratio) (continued) 


Rank Journal! wins? losses? prefratio nosubs 
44 Managerial Finance 4 10 0.286 É 
45 Corporate Governance: An International Review 15 40 0.273 13 
46 Applied Financial Economics 17 47 0.266 22 
47 Omega: International Journal of Management Science 4 14 0.222 2 
47 International Journal of Information Management 2 7 0.222 6 
49 Applied Economics 3 11 0.214 7 
49 Managerial Auditing Journal 3 11 0.214 7 
51 Journal of Financial Regulation and Compliance T 26 0.212 H 
52 European Journal of Finance 12 47 0.203 22 
53 British Tax Review 20 0.200 9 
53 Journal of Economic Dynamics and Control ] 4 0.200 6 
55 Accounting Education 10 50 0.167 23 
55 Journal of Applied Accounting Research 7 35 0.167 14 
57 Long Range Planning 3 16 0.158 6 
58 Irish Accounting Review 5 27 0.156 5 
59 European Business Review 1 8 0.111 6 
60 Accounting Forum 2 39 0.049 10 
61 Public Money and Management 2 51 0.038 8 
62 International Journal of Technology Management 0 2 0.000 I 
- European Economic Review* 0 0 n/a 5 


Notes: 


]. Table includes all journals with at least five submissions to RAE 2001 and 1s ordered on aggregate 


preference ratio. 


2. The table only compares journals included therein; it does not summarise all wins/losses for a journal. 

3. Win = a paper from the journal was submitted in preference to an available paper from another journal. 
Loss = a paper from another journal was submitted in preference to one available from the journal. 

4. No ranking is possible for European Economic Review as no comparisons are available. 


Metric 4: Weighted average RAE grade (RAE 
metric) 

Table 6 reports the ranking of the 63 journals 
based on the RAE 2001 grades. The RAE metric 
(weighted average RAE grade) is calculated for 
each journal using the total number of submissions 
from UoAs as weights; Columns 2, 5 and 8 show 
the mean RAE grade based on submissions to the 
A&F panel, B&M panel and combined results. To 
enable a judgment on the strength of the evidence, 
the number of submissions (no subs) on which 
each ranking is based is reported in columns 3, 6 
and 10. The ranking of some journals based on 
submissions to the separate panels is either not 
possible (no submissions) or needs to be treated 
with utmost caution given the very small number 


17 As a benchmark, for the full set of journal paper submis- 
sions by the accounting and finance community, the mean 
RAE grade (metric 4) was 5.97 for the A&F panel, 5.22 for 
B&M and 5.51 overall. 


of submissions. The overall results are based on a 
minimum of five submissions. The overall median 
RAE grade is reported in column 9 and the final 
column reports the overall rank based on com- 
bined submissions. For the 63 journals in Table 6, 
the mean RAE metric is 5.98 for the A&F panel, 
5.37 for B&M and 5.62 overall." 

Consider first the overall results (columns 8 to 
11). All of the submissions to RAE 2001 for the 
top three journals (Journal of Accounting 
Research, Review of Economic Studies, and 
Review of Financial Studies) came from UoAs 
ranked 7 (5*) by the peer review panels, so they 
achieve a RAE metric of 7.0. The next three jour- 
nals (Journal of Financial Economics, Journal of 
Finance and Economic Journal) came predomi- 
nantly from UoAs ranked 7, so achieve RAE met- 
rics in the top group (RAE metric 56.5). It is worth 
noting that three of the top six journals are in the fi- 
nance area, two are in economics with only one in 
accounting. The next group (relating to UoA trans- 
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formed rank 6) is the largest and comprises 30 
^ journals including most of the major UK-based 
journals. Also noteworthy is the inclusion of five 
history-oriented journals in this second group. The 
final two groups relating to transformed ranks 5 
and 4 contain 20 and seven journals, respectively. 
Given the difference between the mean RAE 
grades awarded by the A&F and B&M panels, it is 
important to assess whether this might introduce 
any systematic bias into the overall ranking based 
on combined grades. The difference in absolute 
grades should not affect the combination as long as 
the relative ranking of journals is similar across the 
two panels. The rank correlation between the A&F 
panel rank and the overall rank was calculated 
based on all journals with at least a modicum of 
evidence (taken as at least two submissions). For 
journals with at least two submissions to the A&F 
panel (n = 43) the correlation is 0.81 and for jour- 
nals with at least three submissions (n = 27) it is 
0.91. This high level of correlation suggests that 
the combination of A&F and B&M panel grades is 
not introducing significant bias into the rankings. 


Summary by discipline 

The final analysis seeks to summarise the rank- 
ings using the three aggregate metrics in the pres- 
ent paper (metrics 2 through 4) and compare these 
with the more recent perception survey studies 
from the UK (Brinn et al., 1996; Lowe and Locke, 
2005) and internationally (Ballas and Theoharakis, 
2003; Oltheten et al., 2005). Also, in contrast with 
the focus of the paper thus far, it provides separate 
analysis for the disciplines of accounting and fi- 
nance (and other related areas). Table 7 summaris- 
es the various rankings for the 63 journals, while 
Table 8 gives rank correlations between these. 

The overall ranking of the journals, based on the 
mean of the three ranks in Tables 4 through 6, is re- 
ported in column 7 of Table 7. The table is split into 
three panels representing the major disciplines: 
Panel A reports 26 accounting journals; Panel B 16 
finance journals; Panel C the remaining 23 non- 
core journals (two journals are included in both ac- 
counting and finance panels). The ranking of the 
journals within the separate disciplines is reported 
in column 8. The ranking of these same journals in 
the four perception studies is reported in columns 9 
through 14. The original ranks reported in these 
studies are shown, rather than the ranks based on 
only the set of journals included in Table 7. 

The perception studies ranked between 30 and 44 
journals, of which approximately half had less than 
five submissions to RAE 2001 so are excluded 
from the analysis (and rankings) in the present 
paper. For example, Brinn et al. (1996) (Table 7: 
column 9) ranked 44 journals, only 23 of which 
feature as significant contributors to RAE 2001. Of 
these 23, 16 have been classified as accounting 
journals, three as finance, two as joint accounting 
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and finance and two as non-core journals. The top 
two journals in Brinn et al. (1996) were finance- 
oriented (Journal of Finance and Journal of 
Financial and Quantitative Analysis), with Journal 
of Accounting and Economics ranked third. The lat- 
ter had just two publications from the accounting 
and finance community in the 5 year period, both 
of which were submitted to RAE 2001. This means 
that the Journal of Accounting Research, ranked 
fourth in Brinn et al. (1996), represents the top- 
ranked accounting journal of significance in RAE 
2001 (i.e. included in Table 7, panel A). 

The present ranking of accounting journals 
(Panel A) is broadly similar to the ordering of the 
same journals in the recent survey studies of ac- 
counting journals. Two of the top four journals in 
the present study (Journal of Accounting Research 
and Accounting Organizations and Society) were 
the highest ranked of the mutual journals in all 
four accounting surveys. Similarly, the other two 
in the top four journals in the present study were 
ranked highly in the perception surveys. 
Accounting and Business Research was ranked 
Lith, 7th, 6th and 18th in the surveys (which trans- 
lates to Sth, 3rd, 4th, and 4th of the accounting 
journals mutual to surveys and present study) and 
Journal of Business Finance and Accounting 
ranked 10th, 8th, 15th and 22nd in the accounting 
surveys (4th, 4th, 10th and 5th of the mutual jour- 
nals). Two journals generally rank somewhat high- 
er in the present study (Accounting Historians 
Journal and Journal of International Accounting, 
Auditing and Taxation) and three journals rank 
lower (Journal of International Financial 
Management and Accounting, Critical Perspectives 
on Accounting and Financial Accountability and 
Management). It is also interesting to note that 
European academics (Ballas and Theoharakis, 
2003) rank the European Accounting Review and 
Accounting Education more highly than UK aca- 
demics (present study and Brinn et al., 1996) but 
history-oriented journals lower. 

For the set of finance journals (Panel B), there is 
even greater similarity between the rankings in the 
present study and the ordering in the survey of fi- 
nance journals by Oltheten et al. (2005). The top 
four are identical (though in slightly different order) 
to both European and US-based rankings and none 
of the journals is ordered significantly differently. 

Panel C indicates that four non-core journals rank 
within the overall top 10 of those submitted to RAE 
2001 by the accounting and finance community. 

In Table 8, the correlations between rankings on 
the four alternative metrics and the overall ranking 
used in the present study are all reasonably strong 
and statistically significant. Encouragingly, the de- 
tailed individual pairs comparison correlates 
strongly with the other metrics and particularly 
with the overall rank (coefficient = 0.96). All five 
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measures are strongly associated with the ranking 
of accounting journals by Lowe and Locke (2005) 
(correlations in the range 0.73 to 0.97), and with 
Brinn et al.’s (1996) rankings (correlations in the 
range 0.68 to 0.84), probably reflecting the fact 
that both are ultimately based on the perceptions of 
the UK accounting and finance community. 
Correlations between the present rankings and the 
international surveys are still pretty strong but are, 
perhaps surprisingly, generally higher with the US 
than with European perceptions. 

Further comparisons with the recent perception 
survey studies are also enlightening. In particular, 
there is relatively little overlap between RAE 2001 
submissions and the journals included in the sur- 
veys. Of the 44 journals included in the Brinn et al. 
(1996) UK survey, 21 had a relatively small im- 
pact on RAE 2001 (thereby excluded from Table 
7) with a total of just 31 submissions, representing 
2% of the total. Thus, 23 of the Brinn et al. (1996) 
journals plus an additional 40 journals made up the 
vast majority of submissions. These 40 journals in- 
clude eight accounting, 11 finance, eight econom- 
ic and 13 business and management journals. 
Thirty accounting journals were ranked in Lowe 
and Locke (2005), but only 16 featured signifi- 
cantly in RAE 2001. 

Of the 58 accounting journals covered in the in- 
ternational survey by Ballas and Theoharakis 
(2003), 20 contributed to RAE 2001 (per Table 7) 
but 38 did not. Of 66 finance journals listed in the 
Oltheten et al. (2005) survey, just 15 contributed to 
RAE 2001 but 51 did not. Overall, 30 of the jour- 
nals contributing to RAE 2001 were not included 
in either of these two surveys. Of these 30, 15 were 
business and management journals, seven were 
economic journals, six were accounting and two 
finance. These observations reflect the consider- 
able diversity of output locations for the UK ac- 
counting and finance community, as highlighted 
by Beattie and Goodacre (2004). 


5. Conclusion 

Given the many and varied uses to which journal 
rankings are put, interest in such rankings will per- 
sist. Unfortunately, existing methods of construct- 
ing such rankings all have significant inherent 
limitations. This paper proposes a new (comple- 
mentary) approach that is not restricted to a pre- 
defined journal set and, importantly, is based on 
quality choice decisions driven by economic in- 
centives. Further, the limitations of the present 
methods are different to those of alternative ap- 
proaches so the study contributes by providing tri- 
angulation for prior studies. 

Four metrics are proposed, based on the submis- 
sion choices made in RAE 2001. Using informa- 
tion from research-active individuals’ quality 
decisions, two rankings were based on pairwise 
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comparisons between journals: first, for a subset of 
journals using the individual comparisons; second, 
for all 63 significant RAE 2001 journals using the 
overall preference ratio for each journal. At the ag- 
gregate level, the ‘submission to publication ratio’ 
is reported for the same set of journals (with five 
or more papers submitted to RAE 2001). Fourthly, 
a weighted average RAE grade (RAE metric) 
based on the RAE 2001 peer review panel judg- 
ments was used. Finally, rankings from the three 
metrics which could be applied to the full set of 63 
journals were combined to produce an overail 
ranking. Strong correlations were observed be- 
tween the rankings based on the different metrics 
and also with the Lowe and Locke (2005) and 
Brinn et al. (1996) rankings. However, a large 
number of submissions to RAE 2001 were from 
journals that are not included in the recent percep- 
tion survey studies, reflecting the eclecticism with- 
in the UK accounting and finance community. 
Thus, the paper provides a timely analysis of rela- 
tive journal quality across a wide number of jour- 
nals of direct relevance to non-US academics. 

As with all methods of journal ranking, the pres- 
ent rankings need to be interpreted with care. The 
metrics used are all proxies for the underlying un- 
observable construct of interest, which is journal 
quality. Each of the proxies suffers from (usually 
different) limitations. For example, the two prox- 
ies involving journal comparisons at the individual 
level may be affected by the strategic allocations 
of jointly authored papers to specific individuals 
(as discussed earlier). This does not affect the 
other two proxies as the measurement takes place 
either at the UoA level (RAE metric) or across all 
UoAs. One limitation across all proxies is that they 
are subject to sampling error since the metrics are 
based on a relatively small number of observations 
for some journals. A further issue that cannot be 
addressed in this study, or by any ranking based on 
historical data, relates to the dynamic nature of 
journals and of journal quality. New journals arise, 
editors and editorial policies change over time so 
the perceptions of quality on which this paper is 
based may already have modified. Finally, the 
metrics can only proxy for the average quality 
within a particular journal, but the quality of indi- 
vidual papers will vary about the average and will 
depend on many factors including the quality of 
the review process. The assessment of the quality 
of an individual paper remains a matter for expert 
peer evaluation.! 


18 Ror the 2008 research assessment exercise, it has already 
been stated that 'the assessment will be one of peer review 
based on professional judgment’. The panels concerned do not 
intend to use ranked lists of journals, mainly on the grounds 
that there is considerable variability of quality within journals 
(RAE, 2008). 
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Investigating the return predictability of 
changes in corporate borrowing 


Edward Lee, Konstantinos Stathopoulos and Mark Hon* 


Abstract — This study investigates the return predictability of changes in corporate borrowing by conditioning it on 
equity styles, state of market, and earnings expectation to determine whether it is due to unidentified sources of risk 
or mispricing. We observe that increases in borrowing are indeed followed by declines in operating and risk-ad- 
justed return performance. However, the return underperformance exists only in small-cap growth companies ex- 
periencing negative earnings surprise, irrespective of the market state. We extend previous studies by demonstrating 
that the phenomenon is not pervasive over the entire cross-section of the stock market and is likely to be a mani- 
festation of negative price response against the earnings disappointment of small-cap growth companies. Our re- 
sults have implications for market efficiency and stock selection. 


1. Introduction 

This paper examines the relationship between 
changes in corporate borrowing and subsequent 
stock returns in the UK and investigates if it is 
conditional on equity style, market state, and earn- 
ings expectations. According to the pecking-order 
theory of corporate financing (Myers, 1984; Myers 
and Majluf, 1984; Miller and Rock, 1985; Sunder 
and Myers, 1999), companies prefer internal over 
external financing to fund their investment and op- 
erating expenditures. When external financing is 
required, the difference in cost leads companies to 
favour debt over equity. Thus, changes in a com- 
pany's degree of dependence on debt financing 
signals the adequacy of its current and consequent 
financial slack. However, in stock markets that are 
efficient at least to the semi-strong level, all pub- 
licly information should already be fully impound- 
ed into the share price (Fama, 1970; 1991). Since 
information pertaining to changes in borrowing 1s 
made available in financial statements, it should 
bear no significant association with subsequent 
stock returns. Nevertheless, previous studies from 
the US confirm the existence of a consistently neg- 
ative relationship between changes in corporate 
borrowings and subsequent risk-adjusted abnor- 
mal return performance. Spiess and Affleck- 
Graves (1999) find significant underperformance 
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over a five-year horizon following debt offerings. 
Dichev and Piotroski (1999) observe negative 
five-year abnormal returns following debt in- 
crease. Billett et al. (2001) show that bank loan an- 
nouncements are followed by negative returns. 
Bradshaw et al. (2004) and Dimitrov and Jain 
(2005) sort the cross-section of stocks by the cur- 
rent changes in debt and demonstrate that it has 
significantly negative association with future risk- 
adjusted returns. Like all return predictability phe- 
nomena, empirical evidence as such invites three 
possible explanations, i.e. unidentified risk, mis- 
pricing, and data-snooping bias. Our study focuses 
on distinguishing between the first two explana- 
tions but also provides an implication for the third 
explanation. 

If companies that experience an increase in bor- 
rowing have higher systematic risk so that share- 
holders require higher expected returns, then there 
should be a positive relationship between changes 
in borrowing and subsequent average stock re- 
turns. Lakonishok et al. (1994) suggest that the re- 
turn performance of high risk companies is 
negatively related to investors' marginal utility of 
wealth. During market downturns when investors' 
marginal utility of wealth is high, they prefer safer 
stocks and this 'flight towards quality' leads to 
lower returns of riskier stocks. Thus, if companies 
that increase their borrowing bear higher systemat- 
ic risk, then we would expect them to experience 
lower realised returns during market downturns. 
Using a UK sample, Agarwal and Taffler (2003) 
demonstrate that the negative relationship between 
Z-score and future abnormal returns, previously 
documented by Dichev (1998) in a US sample, oc- 
curs only during market downturns. They interpret 
this as a manifestation of unidentified sources of 
systematic risk and argue against the mispricing 
explanation suggested by Dichev (1998). 
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Alternatively, changes in borrowing may corre- 
late systematically with company-specific funda- 
mentals but the market is slow in responding to the 
associated value relevant information. The exist- 
ing literature provides ample evidence confirming 
that the market is slow in reflecting publicly avail- 
able information contained in financial statements 
(Bernard and Thomas, 1989; Ou and Penman, 
1989; Holtausen and Larcker, 1992; Sloan, 1996; 
Abarbanell and Bushee, 1998; Piotroski, 2000; 
Mohanram, 2004). When compared with earnings- 
based measures, the information provided by 
changes in borrowing is less prone to manipulation 
but also less utilised by analysts in company valu- 
ation. If changes in borrowing predict risk-adjust- 
ed abnormal returns due to mispricing, then we 
expect the phenomenon to be associated with three 
features. First, they should be concentrated among 
companies where investors have greater degree of 
difficulty in valuation. Second, the direction of the 
subsequent abnormal returns should be consistent 
in direction with subsequent changes in operating 
performance. Third, positive (negative) risk-ad- 
justed abnormal returns should be concentrated 
among companies that experience positive (nega- 
tive) earnings surprises. 

Predictable cross-sectional variations in the de- 
gree of information efficiency within the stock 
market have been well documented. Arbel and 
Strebel (1982), Arbel et al., (1983) and Merton 
(1987) suggest the neglected firm effect where the 
information quality for smaller companies is rela- 
tively low because such firms are not followed by 
large numbers of professional analysts. Hong et al. 
(2000) show that information diffusion of small- 
cap stocks is slower than their large-cap counter- 
parts due to the lack of analyst coverage. Daniel 
and Titman (1999) suggest that in valuing growth 
companies, investors are more likely to be affect- 
ed by judgmental errors due to a higher degree of 
dependence on subjective and vague information. 
To support their argument empirically, they 
demonstrate that the return momentum effect is 
much stronger among growth stocks. Lev (2001) 
suggests that information conveyed by financial 
statement is less (more) useful in the valuation of 
companies with higher (lower) degree of intangi- 
bles. Thus, if the negative relationship between in- 
creases in borrowing and subsequent abnormal 
returns is caused by mispricing, then the above 
reasons allows us to expect it to be more pro- 
nounced among small-cap growth companies. 

In terms of correlation with subsequent changes 
in operating performance, previous studies show 
that increases in leverage are associated with de- 
chne in profitability (Kester, 1986; Titman and 
Wessels, 1988; Rajan and Zingales, 1995; Sunder 
and Myers, 1999; Graham, 2000; Graham and 
Harvey, 2001; Fama and French, 2002). This cor- 
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roborates in direction with the risk-adjusted abnor- 
mal returns following increases in borrowing 
(Spiess and Affleck-Graves, 1999; Dichev and 
Piotroski, 1999; Bradshaw et al., 2004; Dimitrov 
and Jain, 2005). Dimitrov and Jain (2005) demon- 
strate that current changes in borrowing are nega- 
tively related to current operating performance and 
both current and future risk-adjusted returns. From 
these findings they argue that changes in borrow- 
ing are value relevant but the information they 
contain 1s not fully reflected into the share prices 
due to the investors' focus on earnings-based 
measures of corporate valuation. 

To further substantiate the mispricing explana- 
tion, we would expect the negative (positive) ab- 
norma] returns to be clustered among companies 
were the forecasted earnings performance is high- 
er (lower) than the subsequently realised actual 
earnings performance. The resulting negative 
(positive) earnings surprise causes the market to 
push the stock price downward (upward), leading 
to negative (positive) abnormal returns. Bradshaw 
et al., (2004) show that external financing, includ- 
ing both debt and equity, is positively related to 
over-optimism in analysts’ earnings forecasts. 
They suggest this implies that the long-run return 
underperformance, which follows corporate fi- 
nancing activities such as IPO, SEO, and borrow- 
ing, may be a result of mispricing. Skinner and 
Sloan (2002) shows that the inferior returns to 
growth stocks relative to value stocks mainly 
occur among companies that experience negative 
earnings surprises, although growth stocks are at 
least as likely to announce both positive and nega- 
tive earning surprises. They suggest this finding 
provides compelling evidence that stocks returns 
are influenced by expectational errors about future 
earnings performance. 

We extend previous studies on the association 
between changes in borrowing and subsequent 
risk-adjusted abnormal returns by directly testing 
whether it is conditional on equity styles, market 
states, and earnings expectation. These analyses 
test the predictions above and coherence of their 
inference helps reveal whether the return pre- 
dictability of changes in borrowing is more likely 
to be a manifestation of mispricing or unidentified 
sources of systematic risk. We first partition the 
cross-section of sampled stocks into common eq- 
uity styles such as small-cap value, large-cap 
value, small-cap growth, and large-cap growth 
based on their market value and book-to-market 
value. As suggested earlier, the mispricing expla- 
nation would lead us to expect a stronger effect 
among small-cap growth stocks since they are less 
followed by investors and more difficult to value. 
We then split the time-series observations into up 
and down market states. Riskier companies are 
less attractive to risk averse investors during down 
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markets when the marginal utility of wealth is 
high. The investors’ ‘flight toward quality’ would 
lead to the price decline of riskier stocks. If the 
negative risk-adjusted abnormal returns that fol- 
low increases in borrowing are the result of an 
unidentified source of systematic risk, then it 
should exist mainly during market downturns. 
Finally, we partition the cross-section of sampled 
stocks by analyst forecast errors. If companies that 
increase their borrowing subsequently experience 
negative abnormal returns because they are mis- 
priced as Bradshaw et al., (2004) and Dimitrov and 
Jain (2005) suggest, then this return underperfor- 
mance should concentrate only among companies 
where the analyst consensus forecast earnings are 
above the actual reported earnings. 

Apart from these explicit differences in research 
design, we also differ from previous studies in the 
following ways. By applying a UK sample, we 
provide independent out-of-sample evidence to 
serve as a safeguard against data-snooping bias of 
existing studies that focus on US samples. Instead 
of examining post-announcement long-run return 
performance like Spiess and Affleck-Graves 
(1999) and Billett et al., (2001) or focusing only on 
companies that increase debt like Dichev and 
Piotroski (1999), our study samples the entire 
cross-section of the stock market like Bradshaw et 
al., (2004) and Dimitrov and Jain (2005). In addi- 
tion to these two studies, we directly condition the 
return predictability of changes in borrowing on 
the direction of earnings surprises to obtain a more 
powerful inference on whether the phenomenon is 
due to mispricing as concluded by these studies. 

Our findings are as follows. First, consistent 
with existing US evidence, we observe a negative 
relationship between changes in borrowing and 
subsequent operating performance as well as risk- 
adjusted abnormal returns in general. We measure 
operating performance by industry median adjust- 
ed changes in ROA. This observation exists across 
all four equity style classifications, indicating that 
changes in corporate borrowing are generally a 
good predictor of profitability irrespective of com- 
pany attribute. To measure abnormal returns, we 
apply the Fama and French (1996) three-factor 
model as the risk benchmark. From both excess 
and risk-adjusted abnormal returns, we observe 
that the return predictability pertaining to changes 
in borrowings exists only among small-cap growth 
companies. This suggests that the investigated 
phenomenon is not a pervasive effect across the 
whole cross-section of the stock market. Instead, it 
only concentrates among companies where we ex- 
pect that mispricings are more likely to occur 
based on the arguments explained earlier. Our test 
also reveals that the examined effect is mainly due 
to the significant underperformance in risk-adjust- 
ed abnormal returns among small-cap growth 
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companies with high increases in borrowings. In 
contrast, there are no statistically significant posi- 
tive abnormal returns for companies with lower 
changes in borrowings. Although there is evidence 
here that accounting-based information from pub- 
licly available financial statements can predict 
subsequent abnormal returns, which is inconsistent 
with the semi-strong form of market efficiency, it 
is only confined within small-cap growth stocks 
and prospective investors that attempt to exploit it 
could be impeded by the associated transaction 
costs and short selling restrictions. On the other 
hand, it may benefit existing shareholders of 
small-cap growth companies in their decisions to 
re-balance their portfolios. 

Further investigation reveals that small-cap 
growth companies with high increases in borrow- 
ings subsequently experience abnormal return un- 
derperformance in both up and down markets but 
this phenomenon occurs only among companies 
experiencing negative earnings surprises. The ob- 
servation that the negative returns do not arise only 
during market downturn implies that it is not the 
investors’ "flight towards quality", when their 
marginal utility of wealth is high, that depresses 
the stock price of small-cap growth companies 
with high increases in borrowings. This mitigates 
the possibility that it is a manifestation of uniden- 
tified sources of systematic risk. An alternative 
way to explain the negative abnormal returns asso- 
ciated with increases in borrowing is to apply the 
Fama and French (1992; 1996) risk compensation 
argument. But to do so, we will be assuming that 
companies that increase (decrease) borrowing 
have lower (higher) subsequent returns because 
they bear relatively less (more) risk, which is dif- 
ficult to substantiate. Our observation that the ab- 
normal return underperformance occurs only 
among small-cap growth companies with earnings 
disappointments also allays the risk compensation 
argument, since it implies that investors are only 
rewarded for bearing risk among companies with 
negative earnings surprises among this particular 
equity style. 

In fact, the concentration among negative earn- 
ings surprise companies suggests that the negative 
abnormal returns are likely to be a result of mis- 
pricing, i.e. prices are pushed downwards follow- 
ing the revelation of poorer earnings. It provides 
more direct evidence in support of the mispricing 
explanation than Bradshaw et al., (2004) and 
Dimitrov and Jain (2005). We show that such neg- 
ative price response occurs only among small-cap 
growth companies even though companies that 
increase in borrowings are also associated with 
significantly poorer subsequent operating per- 
formance in every other equity style classification. 
The asymmetrically negative reaction of investors 
to the earnings disappointment among small-cap 
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growth companies supports the prediction men- 
tioned earlier that investors’ judgmental errors are 
more likely to occur among such companies that 
are less followed by investors and more difficult to 
value. This finding is broadly consistent with the 
earnings torpedo effect documented by Skinner 
and Sloan (2002). They show that investors’ price 
responses to earnings disappointments among 
growth stocks are asymmetrically negative relative 
to value stocks and this causes the inferior returns 
among growth stocks. They argue that investors 
tend to attach overly optimistic expectations to 
growth stocks, leading to excessively negative re- 
action when upon negative earnings surprises. An 
important implication they suggest is that man- 
agers of growth companies may have higher in- 
centive to manage reported earnings to avoid such 
negative price response. Based on our study, the 
same implication applies to small-cap growth 
companies with high increase in borrowing. Our 
evidence that negative price response follows 
earnings disappointment suggests that they have a 
greater necessity to conduct earnings management. 

Drawing all the evidence, we show that although 
changes in borrowing are negatively associated 
with subsequent abnormal returns, the phenome- 
non is not pervasive across the entire cross-section 
of the stock market and is more likely to be a man- 
ifestation of a mispricing effect instead of uniden- 
tified sources of systematic risk. This paper 
proceeds as follows. Section 2 describes the sam- 
ple and methodology. Section 3 presents and dis- 
cusses the empirical findings. Section 4 concludes. 


2. Sample and methodology 
Our full sample consists of over 4,700 companies 
listed on the London Stock Exchange over the pe- 
riod 1977 to 2004. All data required to construct 
portfolios are obtained from Datastream and 
components to calculate analyst forecasts errors 
are obtained from I/B/E/S. Since the merger of 
Datastream and Worldscope, most accounting- 
based variables are available only from the late 
1980s onward. Therefore, our full test period cov- 
ers 07/1989 to 06/2004. We impose no fiscal year 
end restrictions but exclude financial companies 
and those with negative book-to-market values. 
We construct portfolios from the cross-section of 
sampled stocks at the end of June each year and 
hold them for the subsequent 12 months. The one 
year change in borrowing (ATD) is calculated as 
the change in total debt of the previous fiscal year 
from the year before scaled by total assets at the 
beginning of the previous fiscal year. We adopt 
this measure to extract changes in borrowing in- 
stead of the change in debt-to-equity or debt-to- 
asset ratio to avoid the effect of changes in the 
equity or asset base over the same period of time. 
Each year, stocks with ATD value below the 30th 
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percentile (above the 70th percentile) are assigned 
to tercile 1 (3) and the rest to tercile 2. We also par- 
tition stocks each year into equity styles by their 
book-to-market value and size. To calculate book- 
to-market value (BM), we divide book value of the 
previous fiscal year by market value at the end of 
December of the previous year. We classify stocks 
as growth (value) if their BM value is below 
(above) the median. In terms of size, we categorise 
stocks into big (small) if their market value (MV) 
in June of the current year is above (below) the 
70th percentile. This addresses the dominance of 
lower market value companies in the UK. The in- 
tersection of independent sorts of BM and MV 
partitions the cross-section of stocks into four 
common equity styles, 1.e. small-cap value (VS), 
large-cap value (VB), small-cap growth (GS), and 
large-cap growth (GB). Further intersections with 
independent sorts on ATD result into 12 (2 x 2 x 3) 
intersection portfolios and four zero-investment 
hedge portfolios that exploit information between 
stocks with extreme values in ATD among small- 
cap value (VS3-1), large-cap value (VB3-1), 
small-cap growth (GS3-1), and large-cap growth 
(GB3-1) styles. Since these portfolios are rebal- 
anced annually at the end of June each year over 
the entire test period, we ensure at least a six- 
month publication gap for financial statements to 
reach the investors. 

We evaluate the subsequent operating perform- 
ance and risk-adjusted returns of these portfolios. 
For operating performance, we measure the aver- 
age industry median adjusted one year change in 
return on asset (AROA) between the previous fis- 
cal year end and the year before (ex-ante) and be- 
tween the current fiscal year end and the previous 
fiscal year end (ex-post). The former is contempo- 
raneous to the period we measure ATD and the lat- 
ter is one period after. We apply the FTSE 
actuaries industrial classification. For risk-adjust- 
ed returns, we calculate the value weighted month- 
ly returns from July of each year to June of the 
subsequent year and apply the Fama and French 
(1996) three-factor model regression: 


R, — Rf, = a; + BMKT, + sSMB, + hBML, + €, (1) 


where R, is the returns on portfolio i in month t; Rf, 
is the risk free return in month t; MKT, is the mar- 
ket premium factor in month t; SMB, is the size 
premium factor in month t; and HML, is the value 
premium factor in month t. The risk free return is 
proxied by the one-month UK T-bill yield. MKT, is 
the difference between the market index return and 
the risk free return. The market index is construct- 
ed from the value-weighted portfolio constructed 
from all stocks available in the cross-section. SMB, 
is the value weighted return difference between 
low and high market value stocks partitioned by 
the 70th percentile and neutral in book-to-market 
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value effect. HML, is the value-weighted return 
difference between high (above 60th percentile) 
and low (below 40th percentile) book-to-market 
value stocks and neutral in size effect.! If the ex- 
post return performance associated with the 
changes in borrowing is fully explained by risk 
captured by the asset pricing model, the intercept 
will be statistically insignificant. Whether or not 
the value and size premiums are attributed to co- 
variance or characteristics remains an open debate 
(Daniel and Titman, 1997; Davis et al., 2000) in 
the current literature. However, the zero-invest- 
ment hedge portfolios we construct with a long 
(short) position in high (low) ATD stocks are al- 
ready balanced on both sides in terms of book-to- 
market value and size characteristics. Thus, our 
portfolio-based time-series regression controls for 
the effect of both covariance and characteristics. 

We apply two additional tests to the return pre- 
dictability of changes in borrowing. First, we bi- 
furcate the time-series of monthly portfolio returns 
into up and down markets and run the regressions 
separately. Following Lakonishok and Shapiro 
(1986), we define up (down) market months as 
months when the MKT, factor return is positive 
(negative). Second, we partition the stocks within 
each portfolio based on the earnings surprises and 
repeat the regression analysis. Following Doukas 
et al. (2002), we calculate analyst forecast error as 
the difference between the consensus one-fiscal- 
year-ahead annual earnings forecast and actual 
earnings of the current fiscal year scaled by price 
measured at the end of the previous fiscal year. We 
select the analyst consensus forecast available six 
months before the current fiscal year end to ensure 
that analysts have access to the previous year’s an- 
nual report at the time of their forecast.” A positive 
(negative) value of the forecast error indicates a 
negative (positive) earnings surprise. 


3. Empirical findings 

Table 1 presents descriptive statistics for the 12 in- 
tersection portfolios constructed from independent 
sorts of BM, MV, and ATD? Notice that BM and 
MV values are fairly similar across the ATD ter- 
ciles within each of the four style combinations, 
i.e. VS, VB, GS, and GB. Due to the 70th percentile 


! Tn constructing the SMB and HMB factors, we follow the 
breakpoints of Dimson et al. (2003) to address the skewness in 
size distribution, which Fama and French allow for by form- 
ing breakpoints using only the NYSE stocks, and the negative 
correlation between value aud size in the UK. 

? Doukas et al. (2002) apply an eight-month horizon before 
the current fiscal year end and suggest that according to 
Penman (1987), the majority of companies file their annual re- 
port with the SEC within three months of their fiscal year end. 
Since similar information is not available for UK companies, 
we apply a conservative six-month gap. 

3 We winsorised the top and bottom 1% of the ATD values 
to avoid the influence of outliers. 
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breakpoint for MV, large-cap portfolios tend to 
have a lower number of stocks. Among both the 
small-cap and large-cap groups, the growth style 
stocks tend to have higher market value than their 
value style counterparts, which confirms the nega- 
tive correlation between BM and MV values. On 
average, the growth style stocks tend to have high- 
er magnitude of ATD than their value style coun- 
terparts. Notice that the low ATD portfolios across 
all style combinations have negative changes in 
borrowing, which indicates that their constituent 
companies are net debt repayers on average. 

Table 2 shows the operating performance of the 
12 intersection portfolios and the four style-based 
zero-investment hedge portfolios through industry 
median adjusted one year AROA. The ex-ante in- 
dustry adjusted AROA is measured over the period 
contemporaneous to the ATD values. Across all 
four equity style classifications, we see signifi- 
cantly negative spread in this value between ex- 
treme ATD portfolios. The last column (AVG3-1) 
shows the average of the results across all equity 
style classifications. It indicates that this relation- 
ship is significant (—0.019, t-statistic = —4.995) 
throughout the cross-section of the sampled com- 
panies after controlling for their BM and MV char- 
acteristics in the equity style classifications. This 
result suggests that changes in borrowing are in- 
deed highly correlated with current operating per- 
formance. The ex-post industry adjusted AROA is 
measured over the one year period after the ATD 
values. Notice that across all style classifications 
there are significantly negative associations be- 
tween changes in borrowings and subsequent op- 
erating performance. The last column (AVG3-1) 
also shows that this relationship is significant 
(-0.017, t-statistic = —8.567), indicating that the 
ATD predicts industry adjusted AROA after con- 
trolling for BM and MV characteristics of the sam- 
pled stocks. Table 2 suggests that changes in 
borrowing generally serve as an instrument for 
both current and subsequent operating perform- 
ance of companies relative to their competitors in 
the same industry. 

Table 3 presents the value-weighted monthly ex- 
cess returns of the portfolios. The last column 
(AVG3-1) averages the zero-investment hedge 
portfolio with long position in high ATD and short 
position in low ATD stocks across all equity style 
classifications and it indicates a statistically signif- 
icant negative return spread (—0.004, t-statistic = 
—3.018). However, among the hedge portfolios of 
individual equity styles, only the small-cap growth 
(GS) group shows statistically significant negative 
returns (—0.007, t-statistic = —3.488). This indi- 
cates that despite its ability to predict operating 
performance in all other equity styles, change in 
borrowing only predicts stock return among small- 
cap growth companies. This indicates that the neg- 
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ative association between changes in borrowing 
and subsequent stock returns is not pervasive 
across the entire cross-section of the stock market. 
It also shows that the return predictability exists 
only in the group of companies that are more like- 
ly to be mispriced. As mentioned earlier, small-cap 
growth companies tend to be less followed by an- 
alysts, have slower information dissemination, and 
are more difficult to value due to higher degree of 
intangibles associated with growth opportunities. 
Table 3 implies that over the test period of 07/1989 
to 06/2004, small-cap growth fund managers could 
short high ATD and long low ATD stocks and earn 
8.4% value-weighted annual returns above the risk 
free return. In results that are not tabulated, this 
trading strategy yields positive annual excess re- 
turns in 11 out of the 15 sampled years, which in- 
dicates a high degree of persistence. Of course, the 
actual profitability of such strategy may be affect- 
ed by the higher transaction costs and short selling 
restrictions of small-cap stocks. However, notice 
in Table 1 that among the small-cap portfolios, i.e. 
small-cap value (VS) and small-cap growth (GS), 
the latter group has higher average market capital- 
isation. As suggested earlier, this is due to the neg- 
ative correlation between book-to-market value 
and market value in the UK stock market. What 
this also suggests is that the return predictability of 
changes in borrowing exists among the companies 
with higher market capitalisation among those 
classified as small-cap given the 70th percentile 
breakpoint we applied. These are the small-cap 
companies associated with growth opportunities. 
Finally, Table 3 also shows that this effect is robust 
after controlling for the widely documented January 
seasonality and UK-specific April tax effect. 
Table 4 shows value-weighted monthly abnor- 
mal return performance of the portfolios risk-ad- 
justed by the Fama and French (1996) model. The 
last column (AVG3-1) indicates that after control- 
ling for both covariance risk and characteristics 
such as BM and MV, the negative return spread be- 
tween extreme ATD stocks persists (0.003, t-sta- 
tistic = —2.614). As in Table 3, only among the 
small-cap (GS) group does the zero-investment 
hedge portfolio that longs high ATD and shorts 
low ATD stocks yield statistically significantly 
negative abnormal returns (-0.008, t-statistic = 
—4 235). Notice that the intercept of portfolio GS3 
is significantly negative (—0.007, t-statistic = 
—5.148), while the intercept of GS1 is insignifi- 
cant. This indicates that the stock return for high 
ATD stocks in the small-cap growth group is too 
low compared not only to stocks of the similar BM 
and MV characteristics but also given their load- 
ings on the Fama-French risk factors. Thus, to 
prospective small-cap growth investors, this would 
mainly be a short-selling driven strategy. 
However, from the perspective of the existing 
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shareholders of small-cap growth companies, our 
findings have implications to their portfolio re-bal- 
ance decisions. Over the sample period of 07/1989 
to 06/2004, about 8.4% annual loss in terms of 
risk-adjusted abnormal returns can be avoided by 
using the information associated with changes in 
borrowing. Table 4 basically confirms the pattern 
in Table 3, i.e. the return predictability of ATD is 
confined within the small-cap growth group but 
also goes further to indicate that it persists after 
risk adjustment by the Fama and French (1996) 
three-factor model. The basic intuition one associ- 
ate with companies with high increase in borrow- 
ing is that they are in financial distress and would 
bear higher default risk. The broad justification 
Fama and French (1996) had for their model, 
which we apply as risk benchmark, is that the ad- 
ditional size and value premium based factors, i.e. 
SMB and HML, capture distress risk omitted by 
the market premium factor of CAPM. Studies such 
as Vassalou and Xing (2004) also suggest that 
SMB and HML may be capturing default related 
risk. Our findings suggest that the return spread 
between extreme ATD stocks among the small-cap 
growth groups cannot be explained by these fac- 
tors. In the last column (AVG3- 1), notice that the 
factor loadings on both SMB and HML are in- 
significant. This either suggests that on the aver- 
age companies with high increases in borrowings 
are not associated with higher distress risk or that 
the factors are not good proxies of such risk. Of 
course, it is always possible to argue that this phe- 
nomenon may be a manifestation of unidentified 
sources of systematic risks beyond the Fama and 
French (1996) three-factor model that we applied. 
We evaluate this possibility in Table 5. 

Table 5 presents the value-weighted abnormal 
return performance of the ATD premium among 
the small-cap growth style conditional on the state 
of markets. The purpose of this test is to observe if 
the abnormal return underperformance of high 
ATD companies is concentrated only during down 
market (market index return < risk free return) pe- 
riods, when the marginal utility of investors is 
high. If this is the case, it is possible to argue that 
the return performance of high ATD stocks is neg- 
atively correlated with marginal utility, which 
would support the argument that it is related to 
systematic risk. Panel A shows the result of up 
market states (market index return > risk free re- 
turn). Notice that the GS3 portfolio has signifi- 
cantly negative regression intercept (—0.010, 
t-statistic = —2.933). The zero-investment hedge 
portfolio GS3-1 also yields significantly negative 
intercept (—0.007, t-statistic = —2.448). The find- 
ings in Panel A indicate that the abnormal return 
underperformance of small-cap growth companies 
with high ATD remains pronounced during up 
market periods. Panel B shows that GS3 portfolio 
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has significantly negative regression intercept 
(0.006, t-statistic = —2.245). However, the GS3-1 
zero-investment hedge portfolio’s negative return 
is now statistically insignificant. The overall find- 
ing of Table 5 is that the abnormal return under- 
performance of high ATD companies among the 
small-cap growth style exists in both down and up 
market states. In fact, it is even stronger in the up 
market state, since the spread between extreme 
ATD stocks is also significant. It is not possible to 
draw inference that the underperformance of the 
heavy borrowers is due to investors' flight to qual- 
ity during market downturns. This mitigates the 
possibility that the phenomenon is due to unidenti- 
fied sources of systematic risk that the applied 
Fama and French (1996) three-factor model did 
not capture. 

Table 6 presents the value-weighted abnormal 
return performance of the small-cap growth group 
conditional on the earnings surprise of the compa- 
nies. Panel A shows the results of companies with 
negative earnings surprises (analyst forecasted 
EPS » actual reported EPS).* The zero-investment 
hedge portfolio (GS3-1) that Jongs high ATD and 
shorts low ATD stocks yields significantly nega- 
tive monthly excess returns (-0.011, t-statistic = 
—3.908) and risk-adjusted abnormal returns 
(0.011, t-statistic = —4.498). The GS3 portfolio, 
which consists of small-cap growth companies 
with high ATD value, yields significantly negative 
abnormal returns (-0.010, t-statistic = —6.001). In 
contrast, Panel B shows that among the positive 
earnings surprise groups (analyst forecasted EPS < 
actual reported earnings), the high ATD stocks do 
not significantly underperform their low ATD 
counterparts in terms of both monthly excess re- 
turns and risk-adjusted abnormal returns. In Panel 
B, the GS3 portfolio shows negative but insignifi- 
cant intercept value and the GS3-1 zero-invest- 
ment hedge portfolio also indicates no 
significantly negative return spread between the 
extreme ATD stocks. Table 6 indicates that the 
negative returns associated with small-cap growth 
companies that increase in borrowing exist only 
among those that experience negative earnings 
surprises.’ 

Recall that in Table 2, high ATD companies are 
associated with significant decline in subsequent 
operating performance not only in small-cap 
growth stocks, but across all other style classifica- 
tions as well. However, in Tables 3 and 4, we find 


* Over the entire test period, 47.02% of the small-cap 
growth companies are classified as having experienced nega- 
tive earnings surprises. 

5 The hedge portfolios in Table 4 are implementable (sub- 
ject to short-selling restrictions) since all required information 
is available ex-ante. In contrast, the hedge portfolios in Table 
6 are not implementable unless investors have perfect fore- 
sight on the direction of analyst forecast errors. 
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that high ATD companies are only associated with 
return underperformance among the small-cap 
growth groups. In Table 5, we show that this phe- 
nomenon is not sensitive to market movements. 
These observations, together with those of Table 6, 
suggest that the abnormal return underperfor- 
mance of high ATD companies is due to the mis- 
pricing among small-cap growth companies. In 
general, our findings from the UK support the mis- 
pricing explanation of parallel US studies such as 
Bradshaw et al., (2004) and Dimitrov and Jain 
(2005). Furthermore, we extend their findings by 
showing that the underlying phenomenon is not 
prevalent over the entire cross-section of the stock 
market and that it is the manifestation of the nega- 
tive price response against small-cap growth com- 
panies following the revelation of their earnings 
disappointment. This draws similar inference to 
the earnings torpedo effect documented by Skinner 
and Sloan (2002). They show that among negative 
earnings surprise companies, growth companies 
experience asymmetrically negative price re- 
sponse relative to value companies. They argue 
that investors respond in such a way because they 
tend to attach overly optimistic expectations to the 
performance of growth companies, which implies 
that growth companies might have greater incen- 
tive to manage reported earnings. Our findings 
share similar implications for small-cap growth 
stocks because increases in borrowing predict op- 
erating performance in all of the four common eq- 
uity style classifications but only among small-cap 
growth are they associated with negative abnormal 
returns. On the other hand, existing shareholders 
of small-cap growth companies may want to pay 
more attention to the information contained in 
changes in borrowing knowing that they predict a 
decline in operating performance that may invite 
negative price response from fellow investors. 


4. Conclusion 

We extend existing literature on the return pre- 
dictability of changes in borrowing by condition- 
ing it on equity style classifications, the market 
states, and earnings surprise to determine whether it 
is due to unidentified sources of risk or mispricing. 
Our investigation reveals that companies with high 
increase in borrowing are associated with decline 
in operating performance across all the common 
equity style classifications including small-cap 
growth, but are associated with abnormal return 
underperformance only if they belong in the small- 
cap growth group that experiences negative earn- 
ings surprises. The observation is robust after 
controlling for both covariance risks through the 
application of the Fama and French (1996) three- 


. factor model and characteristics based on book-to- 


market value and market value. This effect also 
persists in both up and down markets, which sug- 
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gests that the phenomenon is not sensitive to the 
state of the market and investors’ marginal utility 
of wealth. Given these findings, we argue that the 
return predictability pertaining to changes in bor- 
rowing is not pervasive across the entire cross-sec- 
tion of the stock market, is not likely to be 
attributed to unidentified sources of systematic 
risk, and is not a new and independent stock mar- 
ket ‘anomaly’. Instead, it is a manifestation of neg- 
ative price response following earnings 
disappointment among companies where investors 
tend to have greater difficulty in valuation and are 
likely to commit judgmental errors. 

Our results have implications to practitioners 
and market efficiency. The end users of our find- 
ings may include existing shareholders, prospec- 
tive investors and financial managers of small-cap 
growth companies. In carrying out a health check 
of their portfolios, changes in borrowing would 
serve as a useful indicator to existing shareholders 
seeking to avoid wealth loss. To speculative in- 
vestors, this indicator can be exploited to facilitate 
the selection of stocks suitable for short selling. 
For financial managers, this increases their incen- 
tive to influence either the expected or reported 
earnings and it also offers insight to the reason be- 
hind this common but controversial practice. The 
observation that accounting-based information 
available in the financial statements such as 
changes in borrowing can predict returns is incon- 
sistent with the semi-strong form of market effi- 
ciency. We demonstrate that this is confined 
among small-cap growth companies which exist- 
ing literature suggests are more difficult for in- 
vestors to value. Our evidence also supports the 
argument that investors’ systematic judgmental er- 
rors may result into empirical return regularities in 
the stock market. Other avenues of further re- 
search that stem from our study include the value 
relevance of non-earnings based accounting vari- 
ables and investors’ price-response behaviour. 
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An empirical investigation of *closeness to 
cash' as a determinant of earnings response 


coefficients 


Gnanakumar Visvanathan* 


Abstract— 'Closeness-to-cash,"' specified in terms of the extent that earnings approximate operating cashflows, is 
frequently advanced as a desirable property of earnings. We consider whether the security price response to unex- 
pected earnings, as indicated by the earnings response coefficient (ERC), depends on the extent that earnings are 
historically close to operating cashflows. Using a sample of 1993-1999 quarterly earnings announcements, we find 
that the ERC varies inversely with the relative (size-adjusted) absolute magnitude of the accrual component of quar- 
terly earnings after controlling for other well-documented determinants of ERC. Such results support the closeness- 
to-cash property of a firm's earnings time series as an important ERC determinant. 


1. Introduction 

The proposition that some earnings are of higher 
quality than others is advanced both in the popular 
press and in financial analysis textbooks. Concerns 
about properties of reported earnings have in- 
creased in recent years due to several high-profile 
cases of accounting irregularities and increased 
awareness of earnings management.! Attributes of 
reported earnings that are valued by investors have 
been examined by several studies (Kormendi and 
Lipe, 1987; Easton and Zmijewski, 1989; Collins 
and Kothari, 1989). For example, earnings persist- 
ence, a concept often advanced as a valuable char- 
acteristic of reported earnings, is investigated 
extensively as a determinant of how investors re- 
spond to earnings innovations. Similarly, earnings 
predictability, also considered an indicator of earn- 
ings quality, is addressed in academic research 
(e.g., Lipe, 1990), although less extensively than 
earnings persistence. 

The objective of this paper is to investigate 
whether stock price responses to earnings an- 
nouncements are conditional on another popular 
earnings attribute, namely the extent to which 
earnings are close to operating cashflows. The 
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premise that ‘closeness-to-cash’ is a desirable earn- 
ings attribute is common among analysts, scholars, 
and policy-making bodies. As examples, some se- 
curity analysts claim that ‘earnings that can be 
taken right to the bank and deposited' are high- 
quality earnings (McConnell, 2001). The Financial 
Accounting Standards Board (FASB) advances a 
similar view in the discussion of 'real earnings' 
and states that real earnings normally fall between 
accounting net income and cashflow from opera- 
tions less amount of any nonrecurring or unusual 
items included therein and their related tax effects 
(FASB 1975). Such views suggest that earnings 
that are closer to cashflows, or since earnings com- 
prise accruals and cashflows, earnings that include 
relatively small amount of accruals are more 
substantive economically than those containing 
a large amount of accruals (holding earnings 
constant). 

A related notion that analysing earnings involves 
distinguishing between accrual and cashflow com- 
ponents is discussed in textbooks (e.g., Bernstein, 
1993), teaching materials (e.g., Hawkins, 1988), 
and the popular press? Financial analysts fre- 
quently question the quality of earnings when the 
gap between income and cash flows is large (Fink, 
2003). Questions have been raised in academic lit- 
erature about earnings that substantially deviate 
from cash flows. Richardson et al. (2002) examine 
225 firms that had been forced to restate their fi- 
nancial results between 1971 and 2000. They find 
companies that tended to have poor quality earn- 
ings had previously reported substantially larger 
accruals than a control group of firms. Another re- 


! For example, SEC chairman Levitt (1998) expresses con- 
cerns about earnings management. 
? See Sloan (1996) for discussions of the related literature. 
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lated notion, the accumulation of accounting earn- 
ings without commensurate accumulation of free 
cash flows is examined as a leading indicator of 
poor future earnings by Hirshleifer et al. (2004). 
They argue that net operating assets reflect the ac- 
cumulation of earnings and cash flows and thus are 
likely to be more comprehensive in prediction in 
contrast to current accruals that represent single 
period slices of net operating assets. Thus, not only 
current but also past accruals appear important in 
evaluating the prospects of a firm. 

This study investigates whether the magnitude 
of the earnings response coefficient (ERC) is con- 
ditional on the extent that past earnings are close to 
past operating cashflows. It is important to under- 
stand that the objective of the study is not to deter- 
mine whether current period cashflows or accruals 
are more substantive economically or whether a 
specific earnings component is more or less in- 
formative than another. Rather, we investigate 
whether investors, when they receive information 
about unexpected earnings (but not necessarily 
cashflows), consider a firm-specific historical 
property of the earnings time-series, which we 
designate 'closeness-to-cash.' Past research con- 
siders other determinants of earnings response co- 
efficients, but no study considers the relationship 
between price reaction to earnings and the close- 
ness between earnings and cashflows. 

Using a sample of 1993-1999 quarterly earnings 
announcements, we find that the three-day price 
reaction to earnings announcement varies directly 
with ‘closeness-to-cash’, measured as the relative 
magnitude of the accrual component of earnings. 
We also find that the known determinants of ERC, 
such as earnings persistence, earnings predictabil- 
ity, and growth opportunities, are related to ERC 
as predicted, but the association between ERC and 
the magnitude of accrual component remains sig- 
nificant after controlling for these factors. Finally, 
we demonstrate that the association is attributable 
to the history of how earnings compares with cash- 
flows, and not to potentially spurious relationships 
between the closeness-to-cash metric and the cash- 
versus-accrual composition of current earnings. 

The remainder of the paper is organised as fol- 
lows. Section 2 explains the methodology. Section 
3 describes data collection procedures. Results are 
reported and discussed in Section 4. Concluding 
remarks are in Section 5. 


2. Methodology 


2.1. Magnitude of accruals 

The data analysis is designed to determine 
whether and how security price reactions to quar- 
terly earnings announcements (ERCs) depend on 
past information about earnings and cashflows, 
particularly the extent that past earnings diverge 
from past cashflows. Our approach parallels that 


ACCOUNTING AND BUSINESS RESEARCH 


of studies that condition ERC on earnings persist- 
ence (Kormendi and Lipe, 1987; Easton and 
Zmijewski, 1989; Collins and Kothari, 1989). In 
particular, following prior studies that use the 
properties of earnings time series to assess earn- 
ings persistence, we use the time-series of quarter- 
ly earnings and accruals to measure the extent that 
prior earnings and cashflows differ, and then we 
condition ERC on the resulting measure. 

Specifically, since accruals indicate the differ- 
ence between earnings and cashflows, the history 
of absolute accruals indicates the ‘closeness to 
cash’ property that is the focus of the investigation. 
Thus, we compute ACCR;, as the sum of the ab- 
solute value of quarterly accruals (see below) 
scaled by the sum of quarterly revenues, using all 
observations available to quarter t-1.? We use data 
from the post-FAS95 period 1993-1999, and there- 
fore, we are able to compute accruals using cash- 
flow ‘statements.* For the primary analysis 
tabulated and reported in this paper, ACCR is com- 
puted as income before extraordinary items 
[COMPUSTAT quarterly item 76] less operating 
cashflows [108]. We also compute and consider in 
our analysis ACCR defined as current accruals, 
which are —(decrease in accounts receivable [103] 
+ decrease in inventory [104] + increase in ac- 
count payables and accrued liabilities [105] + in- 
crease in accrued income taxes [106] + net change 
in other assets and liabilities [107]). Notice that, in 
contrast with total accruals, current accruals ex- 
clude long-term accruals (depreciation, deferred 
taxes) and *non-operating' accruals (merger costs, 
restructuring charges, or gains/losses from asset 
sales). We scale accruals using revenues because 
they are more comparable across firms than other 
possible deflators. For example, total assets are af- 
fected by cross-sectional differences in asset and 
expense recognition methods (e.g., the treatment 
of R&D investment). 


2.2. Regression specifications 

We use the following specification to address the 
null hypothesis that ERCs are invariant to the 
"closeness-to-cash' property. 


CAR;,, = Yo + Y, UE, + yxyACCR, * UE,, +€,,, (1) 


* This measure, which can be considered a value-weighted 
(as opposed to equally-weighted) measure of accruals, is used 
to mitigate one extreme quarter’s observation affecting the 
time-series average of accrual/sales. Accruals and sales enter 
into the computation of ACCR only when both variables are 
available. 

4 The fact that COMPUSTAT reports quarterly cashflow 
Statements on cumulative bases is taken into account when 
computing accruals and cashflows using quarterly COMPUS- 
TAT. 

5 The exclusion of non-recurring items is consistent with the 
convention used in publicly-available EPS forecast databases 
(First Call Historical Database User Guide 1999.) 
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where CAR;, is the quarter ¢ abnormal return cu- 
mulated over the three-day window centered at the 
earnings announcement date, and UE,, is unex- 
pected quarter t earnings per share (analyst fore- 
cast error computed using the most recent 
consensus forecast prior to the EAD scaled by 
split-adjusted stock price per share two days prior 
to the earnings announcement). 

The interaction ACCR,,FUE;,, considers how in- 
terpretations of unexpected earnings are affected 
by the history of the closeness of earnings to oper- 
ating cashflows. In particular, failure to reject y,=0 
suggests that the stock price response to earnings 
is invariant to the extent that past cashflows di- 
verge from past earnings. On the other hand, y4«0 
indicates that the extent investors discount earn- 
ings innovations varies directly with the extent that 
the historical earnings diverge from cashflows. 
That is, unexpected earnings are presumed to be 
more substantive when the time series of earnings 
indicates that earnings are historically close to op- 
erating cashflows. Note that y,>0 indicates the op- 
posite. 

It is useful to contrast the short-window specifi- 
cation (1) with specifications — typically applied in 
a long-window context — that are designed to eval- 
uate the value-relevance of cashflows (or accruals) 
versus earnings (e.g., Rayburn, 1986). In particu- 
lar, consider the following specification (Rayburn, 
1986; Ali, 1994; Pfeiffer, Elgers, Lo, and Rees, 
1998).§ 


CAR, , = ag + @,UE,, + a,UACC,, +v, , (1a) 


where CAR is the long-window stock return and 
UACC is unexpected accruals. Applications of 
specification (1a) require that the event period en- 
compass the disclosure of both independent vari- 
ables UE and UACC. Existing studies indicate 
positive estimates on UE and negative estimates 
on UACC, which implies that accrual components 
are less substantial than cashflow components of 
earnings. 

Understanding subtle differences between speci- 
fication (1), which is the focus of this paper, and 
specification (1a) is critical to the design. Studies 
that consider (1a) presume that CARs are affected 
by unexpected, current-period earnings and accru- 
als, and that prior realisations are relevant only to 
form expectations. On the other hand, specifica- 
tion (1) is designed to investigate whether and how 
past information bears on the parameter a,. In par- 
ticular, the underlying premise is that a,, which in- 
dicates how investors value unexpected earnings, 


6 Specifications expressing returns on earnings and cash- 
flows, returns on accruals and cashflows, returns on earnings 
and accruals are equivalent to (1a). 

? In Section 4.2, we discuss the implications of evidence by 
Chen et al. (2002) that firms release balance sheet details in 
about 3796 of quarterly earnings press releases. 
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is affected by historical relations between earnings 
and cashflows, with or without the knowledge of 
current-period accruals. Moreover, current-period 
signed accruals are in specification (1a) as a main 
effect, and therefore, negative estimates on accru- 
als documented in prior studies support the prem- 
ise that accruals are valued less than operating 
cashflows because of uncertainty about whether 
accruals will be realised in the future as cashflows. 
In contrast, specification (1) includes the history of 
the absolute magnitude of accruals as an interac- 
tion with unexpected earnings. Thus, the firm's 
‘closeness to cash’ profile 1s considered as a deter- 
minant of how unexpected earnings are interpreted 
by market participants. If the firm routinely reports 
earnings that approximate cashflows, then market 
participants presume current unexpected earnings 
to be comprised primarily of cashflows, and unex- 
pected earnings are interpreted more favourably 
than when the divergence between earnings and 
cashflows is substantial. Finally, specification (1a) 
may not generally apply to announcement dates. 
Specifically, in most cases the cashflow statement 
is not available at the time of earnings announce- 
ment, and therefore, unexpected accruals cannot 
be measured (Wilson, 1986, 1987; Bernard and 
Stober, 1989).? 


2.3. Extended specifications 

A firm’s ERC is affected by firm-specific and 
time-specific factors other than its closeness-to- 
cash profile. Spurious relationships potentially ob- 
tain when such factors are correlated with ACCR 
and are omitted from the specification. We consid- 
er the following model to consider determinants of 
ERC documented in prior studies. 


CAR;, = Yo + Y; UE,, + Y, ACCR,, *UE,, + (2) 


SB, * Xj, * UE; + Es, s 
sl 


Precise definitions for the variables are in Exhibit 
1. Notice that the terms 

8 

Y B,* Xj, *UEj, 

Jul : 
are interactions, where X/^(j-l to 8) represent 
eight determinants of ERC; namely, absolute value 
of unexpected earnings (IUEI), earnings persist- 
ence (PERS), earnings predictability (PRED), dis- 
count rate (DISCRATE), book-to-market ratio 
(B/M), log of firm size (LOGSIZE), an indicator 
variable denoting whether the observation is a 
loss (LOSS), and whether the observation is a 
fourth quarter earnings announcement (QTR4). 
Motivations for including these variables are de- 
scribed below. As with ACCR, the control vari- 
ables are measured using information available to 
investors prior to earnings announcement. 
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Exhibit 1 

Variable definitions 

Variable Definitions/measurement 

CAR,, Cumulative 3-day market model prediction errors centered at the quarter t earnings announce- 
ment date (EAD), i.e., returns from day —1 to day +1 of EAD. 

UE, Analyst’s split-adjusted EPS forecast error taken from First Call scaled by split-adjusted stock 
price per share two days before the EAD. 

ACCR,, Size of the accruals: Ratio of 

fN 1-N 
YIACCI to Y SALES, 

jet- t-l 
where ACC is total accrual per share and SALES is total sales per share, estimated using all 
observations up to the preceding quarter (t-1). | 

PERS,, Slope coefficient ($,) from seasonal AR(1) model, X, = à, + $,X, , + N, where X, is split- 
adjusted earnings per share before extraordinary items and discontinued operations, estimated 
using all observations up to the preceding quarter. 

PRED,, Sample standard deviation of seasonal AR(1) model errors (a(n,)). 

DISCRATE,, Discount rate = expected rate of return on equity i, measured from the Fama-French (1995) 
3-factor model using monthly stock returns up to 60 months preceding the EAD. 

BIM,, Book value of equity divided by market value of equity as of the prior fiscal quarter end. 

LOGSIZE, , Log of total assets at the prior fiscal quarter end (t-1). 

LOSS; , An indicator variable set = 1 if the actual EPS is a loss, O otherwise. 

QTRA,, An indicator variable set = 1 if the observation is from the fourth quarter, O otherwise. 


2.3.1. Earnings persistence 

A positive association between earnings persist- 
ence and ERC is supported both by theory and em- 
pirical evidence (Kormendi and Lipe, 1987, 
Easton and Zmijewski, 1989, Collins and Kothari, 
1989).8 As in Lipe et al. (1998), we measure earn- 
ings persistence using a seasonal AR(1) model.? 


X, 7 $o + O1X,4 + n, (3) 


where Xt is split-adjusted earnings per share be- 
fore extraordinary items and discontinued opera- 
tions. We estimate equation (3) using all available 
earnings up to quarter t-1.!° The estimate for the 
slope coefficient ($,;) indicates earnings persist- 
ence. 


2.3.2. Absolute value of unexpected earnings 
Freeman and Tse (1992) hypothesise that ex- 


* If earnings time series has a high persistence, current- 
period earnings innovations are more substantive economical- 
ly, and thus, ERCs are greater. 

? Foster's (1977) model yields comparable results, but leads 
to a smaller sample size because of the need for seasonal dif- 
ferencing. 

10 We require a minimum of eight quarterly observations to 
estimate expression (3). 

! Das and Lev (1994) report that arctan and absolute value 
models produce similar results in addressing non-linearity of 
ERC. 


treme values of unexpected earnings typically re- 
flect transitory earnings shocks. Since transitory 
earnings are discounted relative to persistent earn- 
ings, ERC for observations with extreme unex- 
pected earnings tends to be lower. This phenomenon 
imposes a non-linear S-shaped returns-earnings re- 
lation (Freeman and Tse, 1992; Cheng, Hopwood, 
and McKeown, 1992; Lipe et al., 1998). Following 
Freeman and Tse (1992) and Lipe et al. (1998), we 
control for this non-linearity by including 
IUE, |*UE;, in the specification. This tactic is com- 
parable to including squared unexpected earnings 
(UE), except that the sign of the unexpected earn- 
ings is preserved." If extreme UE are primarily 
transitory, then we anticipate a negative estimate 
on IUE, J*UE, ,. 


2.3 3. Earnings predictability 

Predictability of earnings is often considered an 
indicator of earnings quality (Brown and 
Sivakumar, 2001). The explanation is that earnings 
predictability indicates the extent that current 
earnings are correlated with future earnings (Lipe, 
1990). Thus, ERC varies directly with earnings 
predictability. The sample standard deviation of 
forecast errors (rj) from the seasonal AR(1) ex- 
pression (3) is used to measure earnings pre- 
dictability. We expect that ERC varies directly 
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with earnings predictability, and thus, inversely 
with 1. 


2.3 4. Discount rate 

In theory, ERC varies inversely with the expect- 
ed rate of return on equity, which in turn, varies di- 
rectly with the firm's systematic risk (Collins and 
Kothari, 1989; Easton and Zmijewski, 1989). In 
this study, we use the Fama-French (1995) three- 
factor model to estimate the expected rate of re- 
turn. 


R- Ry, OR, 
h (HMI. ) + e, 


where R;, is monthly rate of return of security i for 
month t; Re, is the monthly return on the risk free 
asset (one-month US Treasury bill yield for time 
t); SMB, is the difference between the monthly re- 
turn on small-cap stocks and large-cap stocks; 
HML, is the difference between the monthly return 
on high book-to-market stocks and low book-to- 
market stocks. The expected cost of equity, denot- 
ed DISCRATE, is the sum of the products of the 
firm-specific coefficients estimates obtained from 
(4) and the historical mean rate of return for the 
three factors. We expect that ERC varies inversely 
with DISCRATE. 


i Ry) + S(SMB,) + (4) 


"i 


2.3.5. Growth opportunities, firm size, accounting 
losses, and fourth quarter disclosures 

Collins and Kothari (1989) argue that time-se- 
ries based earnings persistence measures are inad- 
equate proxies for economic growth opportunities 
reflected in responses to current earnings. The rea- 
son is that time-series estimates presume stationar- 
ity over long periods, and thus, cannot capture 
dynamic growth opportunities that evolve over 
time. Following Collins and Kothari (1989), we 
consider the book-to-market value of equity ratio 
(B/M), calculated at the beginning of quarter t, as a 
proxy for the extent that growth opportunities 
comprise firm value. We expect that ERC varies 
inversely with B/M. 

Differences in the information environment af- 
fect the extent to which price changes anticipate 
earnings (Freeman,1987; Collins and Kothari, 
1989). Firm size is often used to indicate the extent 


12 Results are comparable when LOGSIZE is specified as 
log market value of equity. 

13 Actual EPS from the COMPUSTAT file are generally not 
comparable with forecast EPS recorded in First Call or IBES 
when analysts use EPS definitions that differ from what is re- 
ported by COMPUSTAT. As examples, analysts can ignore 
unusual items that are considered as earnings components in 
COMPUSTAT (Philbrick and Ricks, 1991). 

14 We allow 10 more days because fourth quarter announce- 
ments tend to be later by an average of 10 days than in other 
quarters. For example, mean (median) days between the fis- 
cal-quarter-end and the EAD are 36 (35) for the 4th quarter, 
compared with 26 (24) for the quarters 1, 2, and 3. 
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that earnings are anticipated. The underlying rea: 
soning is that large firms are followed more close- 
ly than small firms such that investors are better 
informed about large firms prior to earnings an 
nouncements. If so, then earnings — 
are less consequential for large, than for small, 
firms. However, firm size is correlated with firm- 
specific attributes such as risk and growth and this 
may compound the relationship between size and 
price reaction to earnings. Thus we do not specify 
an expected sign for the size variable. Following 
Collins and Kothari (1989), we use the natural log 
of total assets at the end of quarter t-1 — 
to measure firm size.'* 

Prior studies indicate that the magnitudes of se: 
curity price reactions to unexpected accounting 
losses tend to be lower than reactions to positive 
earnings (Hayn, 1995, Basu, 1997). Thus, we 
specify the indicator variable LOSS set equal tọ 
one for negative quarterly earnings, and to zero, 
otherwise. | 

Finally, because fourth-quarter earnings are 
more volatile and more difficult to forecast than 
interim earnings (e.g., Bathke and Lorek, 1984; 
Collins et al., 1984), the ERC tends to be smaller 
for fourth quarter announcements (Lipe and 
Bernard, 2000). We therefore include QTR4, an in- 
dicator variable set equal to one for fourth qu 
observations; zero, otherwise. 

Finally, we enter all determinants of earnings re- 
sponse coefficients as industry-adjusted (i.e., as 
deviations from the respective industry means) to 
control for industry effects. We also include the 
explanatory variables as main effects (e, X's 
without interactions). 


3. Data 
Using the First Call earnings forecast database, we 
compute analyst forecast error (FE) as FE = (actu- 
al EPS — forecast EPS), where forecast EPS is the 
most recent consensus (mean) quarterly earnings 
forecast made before the earnings announcement. 
To ensure consistency in computing FE, actual 
EPS also is from First Call. We restrict our 
analysis to forecasts issued within 90 calendar 
days prior to the earnings announcement date 
(EAD), except for the fourth quarter where we im- 
pose a 100-day restriction.!^ 

Table 1 summarises the sample identification 
process. The First Call data contain 78,239 fiscal 
1993 to 1999 one-quarter-ahead forecasts. From 
this set, we remove observations in the following 
sequence. First, we remove 12,104 observations 
(15.4%) because split-adjustment factors from 
First Call or COMPUSTAT are missing, or do not 
match. Both forecast and actual EPS in First Call 
are split-adjusted retrospectively, and therefore, 
matching the split-adjustment factors is necessary 
in order to properly align COMPUSTAT and First 
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Table 1 
Sample selection procedure 


Description 


Firm-quarters recorded in both First Call and COMPUSTAT during 1993~1999. 


Eliminations due to: 


Split-adjustment factors missing or not aligned between COMPUSTAT and 


First Call 


EAD (earnings announcement date) recorded in First Call differs from EAD 
recorded in COMPUSTAT by more than one trading day 


Three-day excess return or stock price two days before the EAD is missing 


Stock price is less than one dollar 


Potentially misleading zero forecast errors (note 1) 


Total eliminations 


* Total firm-quarters used (5,829 firms) 


* Firm-quarters for which all control variables are available. 
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Firm-quarters 
78,239 


12,104 
(15.4%) 


4,975 
(6.3%) 


983 
(1.2%) 


87 
(0.1%) 


2,710 
(3.4%) 


20,859 
(26.6%) 


57,380 
35,033 


Note 1: Zero forecast errors are potentially misleading if the split adjustment factor exceeds 1.0 (Baber and 
Kang, 2002). 


Call data. Second, we identify and cross-verify 
COMPUSTAT versus First Call earnings an- 
nouncement dates.!> Manual verification of some 
disparities indicates that neither the COMPUSTAT 
nor the First Call EADs are conclusively reliable, 
and thus, we remove 4,975 observations (6.3%) 
where EADs differ by more than a trading day. 
Because EADs are potentially misaligned by one 
day, we use three-day CAR (days —1, 0, and +1) as 
the primary security response metric. 

Following conventional procedures, we estimate 
the market model from 170 to 21 days prior to the 
EAD and use the parameter estimates to compute 
abnormal returns and cumulative abnormal returns 
(CAR). We remove 983 observations that lack 
three-day excess returns around the EAD, or stock 
price two-days prior to the EAD (the deflator for 
UE). Next, we remove 87 observations that have 


IS We use ‘system input date’ reported in First Call as the 
EAD. The ‘earnings release dates’ in First Call exhibit greater 
disparity with the COMPUSTAT EAD (only 62% are within 
one day of COMPUSTAT EADs). After checking some of the 
EAD differences manually, we conclude that the First Call’s 
'system input date' is more reliable than the 'earnings release 
date’. 

16 While this is a significant reduction in the sample size 
from the overall sample, this is comparable to other papers in 
the literature that use cash flow and accrual data over several 
years. For example, McNichols (2002) uses 15,015 firm-year 
observations over 1988-1998 in studying quality of accruals 
and earnings. 





stock price less than one dollar. Finally, we remove 
2,710 (3.4%) zero UE observations where the split 
factor is greater than one. The reason is that zero 
forecast errors observations are potentially inaccu- 
rate when the firm executes stock splits (Baber and 
Kang, 2002). 

In sum, we remove 20,859 (26.6%) observations 
to obtain a sample of 57,380 observations, for 
which the basic ERC specification (1) can be esti- 
mated. More comprehensive analyses (expression 
(2)) require additional explanatory variables; 
therefore, actual sample sizes are smaller owing to 
missing data required to compute variables. 
Specifically, the sample size ranges from 30,099 to 
35,033 depending on whether control variables are 
included.!$ l 

The distribution of the IUE! metric, displayed as 
Table 2, indicates that analyst forecast errors are 
small relative to stock prices. For example, about 
88.8% of analyst forecast errors are within 1% of 
stock price, and 98% of them are within 5% of 
stock price. For comparison, the distribution of 
time-series forecast errors (not reported) indicates 
68% of errors within 1% of stock price and 92% 
within 596 of stock price. The superior accuracy of 
analysts relative to time-series models is well doc- 
umented (e.g., Brown, et al., 1987), but evidence 
is inconclusive about whether analysts’ forecast 
errors are more highly correlated with security 
returns at the EAD (e.g., O'Brien, 1988). Thus, 
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Table 2 
Distribution of IUE! — magnitude of analyst forecast errors (FE) scaled by stock price two days prior to 
the EAD 


UE range 
(9b of price) 


0.0~1% 

~ 2% 

~3% 

m4 Fo 

5% 

0% 

1% 

8% 

YF 
9%-10% 
10%-15% 
15%-20% 
20%~30% 
30%~40% 
40%~50% 
50%~60% 
60%~70% 
7096-8090 
8096-9090 
90965-10096 
«10096 


Total 


while some studies use analyst forecast errors 
(e.g., Lipe, et al., 1998), others employ time-series 
errors in relating stock returns to unexpected earn- 
ings (e.g., Teets and Wasley, 1996). It is important 
in this study to use the UE metric that has the high- 
er correlation with stock returns; and therefore, we 
compare correlations between forecast errors and 
EAD security returns (ERC) for analyst versus 
time-series forecast errors. 

Table 3 displays estimates of ERC computed 
using analyst forecast (AF) and time-series (TS) 
errors. The first two columns report estimates 
using the full sample. From the statistics displayed 
in the last row of the Table, notice the extreme ob- 
servations for both AF and TS errors. For example, 
the largest TS forecast error exceeds 100 times the 
market value of the firm. Including extreme obser- 
vations yields a negative ERC for time-series fore- 
casts (column 1, —0.0008). Thus, we remove the 
top and the bottom percentile of the UE distribu- 
tion to obtain the results displayed as columns (3) 
through (6) of the Table. 

The superiority of AF errors over the TS errors 
as a proxy for the market's expectations is striking. 
In particular, analyst forecasts yield ERC = 1.598 
(column 4), which is more than eight times the 
ERC - 0.179 obtained using time-series forecasts 
(column 3). R? and the associated t-statistics are 
also substantially higher. ERC from AF suggests 
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% of sample 


88.8 
5.7 





that,on average, one dollar of unexpected earnings 
yields a $1.60 increase in stock price, whereas the 
ERC from TS errors implies that one dollar of un- 
expected earnings translates into less than a dollar 
($0.18) increase in stock price. We attribute this 
difference to greater error in specifying unexpect- 
ed earnings from TS forecasts than from AF. The 
last two columns address a model that includes the 
interaction (UE*|UE)) to adjust for non-linearity in 
the earnings-price relationship (Lipe et. al, 1998). 
Consistent with Freeman and Tse (1992) and Lipe 
et al (1998), ERCs from both AF and TS errors in- 
crease to 3.71 and 0.42 respectively after consider- 
ing non-linearity. 

Based on the preceding analysis, we use AF to 
compute unexpected earnings, and we remove ob- 
servations from the top and the bottom one percent 
of the distribution of analyst forecast errors (UE), 
and other independent variables ACCR, PERS, 
PRED, DISCRATE, and B/M. Table 4 presents 
summary statistics for the variables prior to re- 
moving extreme observations. 


4. Results 
4.1. Primary findings 

Table 5 shows estimates for specifications (1) 
and (2). The first column indicates how each fac- 
tor affects ERC without considering the other fac- 
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Table 3 
ERC comparisons between seasonal random walk time series (TS) forecast and analyst forecast 
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CAR, , = Yo + Y; UE;, + YQUE*IUE,, + €;, 


(t-statistics in parentheses) 


Full Sample! Middle 98%? 
Time Time Time 
Dependent Series Analyst Series Analyst Series Analyst 
Variable errors errors errors errors errors errors 
(1) (2) (3) (4) (5) (6) 
Intercept 0.0021 0.0022 0.0020 0.0027 0.0015 0.0016 
(5.87) (6.19) (5.53) (8.09) (431) (4.23) 
UE -0.0008 0.0642 0.179 1.5984 0.421 3.710 
(-2.20) (7.67) (13.29) (34.20) (15.23) (39.31) 
UE*|UE —2.597 —68.915 
(10.01) (25.70) 
Adj. R? 0.0000 0.001 0.0038 0.024 0.0062 0.0357 
N 49,073 49 073 47,398 47,398 47,398 47,398 
Statistics 
for UE 
Mean -0.0101 —0.0020 -0.0000 - 0.0004 —0.0000 —0.0004 
Std. dev. 0.9003 0.0620 0.0279 0.0078 0.0279 0.0078 
Min. —100.732 —9.7710 -0.2006 -().0646 —0.2006 —0.0646 
Max. 44.0787 1.3002 0.1487 0.0324 0.1487 0.0324 
Notes: 


! The ‘Full Sample’ is an intersection of all observations of UEs based on analyst forecasts compiled by First 


Call and those based on seasonal random walk model. 


?'The ‘Middle 98% Sample’ is an intersection of the middle 98% of UEs based on analyst forecasts and the 
middle 98% of UEs based on seasonal random walk model. 


tors. In particular, results in the second row of col- 
umn 1 are for the bivariate specification (1), which 
includes both UE (3.7860) and ACCR*UE 
(—2.5119). Results for other variables indicate the 
estimate for a bivariate specification with that vari- 
able substituted for ACCR in specification (1). For 
example, the estimate in the fifth row of column 1 
for PERS*UE (0.3347) is for a bivariate regression 
of returns on UE and PERS* UE. Column 2 reports 
estimates for the full specification (2). All specifi- 
cations in columns (2) and (3) include the main ef- 
fects (1.e., X's). Estimates for these variables are 
not tabulated for brevity. 

Observe that signs of the estimates are consistent 
across the various approaches, but standard errors 
and significance levels vary. Most estimates from 
the bivariate regressions in column 1 — in particu- 
lar, estimates for interactions ACCR*UE, 
PERS*UE, B/M*UE, LOGSIZE*UE, LOSS*UE, 
OTR4* UE, |UE\*UE — are statistically significant 
(one-tailed a < 0.01) with the predicted sign. 
Magnitudes of the estimates and the significance 
levels typically decline when all interactions are 
considered jointly (column 2). This is particularly 


true for persistence (PERS* UE), growth (B/M* UE), 
and size (LOGSIZE*UE) where t-statistics are 
3.82, —3.85 and 4.68, respectively, when each vari- 
able is considered alone (column 1); but 1.22, 
—1.63, and 0.86 when all variables are included 
(column 2). 

On the other hand, the estimate for ACCR*UE is 
consistently negative and highly significant in all 
specifications. To illustrate the economic signifi- 
cance of the relation, the estimate for ACCR*UE 
of —1.5748 (t=-3.54; column 2), implies that the 
security price response to each dollar of earnings 
surprise (UE) is lower by $0.157 if the accruals-to- 
sales ratio is greater by 0.1. Note that this interpre- 
tation applies to the reduced sample used in the 
regression model in Table 5 and thus not necessar- 
ily indicative for the whole sample of firms. 

Parameter estimates on other determinants of 
ERC are generally consistent with theoretical pre- 
dictions and with prior literature. Using the results 
in column 2, the price reaction to earnings varies 
inversely with book-to-market (B/M, —0.2665, 
t=-1.63). Firm size (LOGSIZE, 0.0379, t=0.86) is 
not significant, however. Consistent with results 
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Table 4 
Summary statistics! 


Variable 


CAR 
(3-day excess return) 


UE 
. (analyst forecast errors) 


ACCR 
(total accrualsVsalesl) 


PERS 
(persistence) 


PRED 
(std. dev. of TS forecast 
errorístock price) 


DISCRATE 
(Fama-French risk factor) 


B/M 
(book-to-market) 


LOGSIZE 
(logsize) 


Mean 
0.0018 
—0.0004 
0.2099 


0.3370 


0.6064 1.2714 


0.1704 0.0845 


0.5020 0.3587 


6.2367 1.8656 


Note 1: See Exhibit 1 for variable definitions. 


reported elsewhere, ERC is smaller by -0.9397 
(t=-6.42) when firms report a loss and by -0.4922 
(t=-3.85) for fourth quarter earnings announce- 
ments. 

Finally, results are comparable when the numer- 
ator of ACCR is defined as “current” accruals 
(CACC) only. More specifically, this measure 
yields a parameter estimate —2.02 (t = —2.99) for 
ACCR*UE. We obtain similar results when ranks 
(centiles) of ACCR are used rather than the raw 
ACCR (t=--2.66). 


4 2. Additional tests 

Next we consider whether relations in Table 5, 
column 2, for ACCR indicate the historic ‘close- 
ness-to-cash' property of earnings time series or 
whether they indicate security price responses to 
properties of current earnings. In particular, exist- 
ing studies of earnings returns associations over 
long-windows typically indicate that accruals are 
discounted relative to cash components of earn- 
ings (Rayburn, 1986; Ali, 1994; Pfeiffer et al., 
1998). Early studies also suggest that cashflow or 
balance sheet information, which can be used to 
estimate the cash versus accrual composition of 
earnings, is not available at the EAD (e.g., Wilson, 
1986, 1987; Bernard and Stober, 1989). On the 
other hand, Chen et al., 2002 report that firms in- 
clude balance sheet details in about 37% of quar- 
terly earnings press releases issued between the 
fourth quarter of 1992 through the third quarter of 
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Min. 


—1.0073 


-0.0646 


0.0062 


-17.5807 


0.1709 12.0833 


0.1645 1.4582 
0.4452 6.6774 


6.1222 13.4453 





1995. In cases where details are reported, investors 
can use the accrual information to value unexpect- 
ed earnings. 

Thus, we are concerned about whether relations 
documented for ACCR indicate security price re- 
sponses to information released with earnings that 
permits investors to distinguish cash from accrual 
components of current earnings. If investors can 
distinguish accruals from cash components at the 
EAD, and if the historical measure ACCR is corre- 
lated with information that facilitates this distinc- 
tion, then relations in column 2 can be spurious. 
Thus, we consider the possibility that such infor- 
mation is released for at least a subset of firms, and 
if so, then whether effects of ACCR on ERC are 
subsumed by unexpected accruals. 

To this end, we construct two measures of unex- 
pected accruals, denoted UACC: (1) seasonal 
changes in accruals per share deflated by prior 
quarter-end stock price, and (2) forecast errors 
from the seasonal AR1 model (specification 3) of 
accruals per share deflated by prior quarter-end 
stock price. Forecast errors for the seasonal AR1 
specification are expected to perform better than 
changes in accruals as indicators of VACC, and 
thus, we expect stronger results for the AR1 fore- 
cast errors. 

Table 5, column 3 shows results when UACC is 
considered in the model. We require at least eight 
observations to estimate the seasonal AR1, and 
therefore, the sample size for column 3 is smaller 
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Table 5 


ERC estimates using three-day cumulative abnormal returns centered at the earnings announcement date 


(t-statistics in parentheses) 


Intercept 


UE 
Unexpected Earnings 


UACC 
Unexpected Accruals 


ACCR*UE 
Magnitude of Accruals 


PERS*UE 
Earnings Persistence 


PRED*UE 
Earnings Predictability 


B/M* UE 
Growth (Book-to-Market) 


DISCRATE* UE 
Discount Factor 


LOGSIZE* UE 
Log of Total Assets 


LOSS*UE 
Indicator for Loss 


IUEI* UE 
Non-linearity 


OTR4*UE 
Fourth Quarter Indicator 


Adjusted R? 


Sample size 


Notes: 


Exp. 
Sign 


(+) 
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Specification Specification 


Specification 


that reports 


Individual ^ Excluding Including Fama-McBeth 
Determinants UACC UACC Statistics 
(1) (2) (3) (4) 
~ 0.0070 0.0089 = 
(3.32)** (3.97)** 
3.7860 4.2061 4.2389 4.1641 
(36.68)** (35 .49)** (34.82)** (4.83)** 
—0.0003 N.A. -0.0003 —0.0003 
(—1.69)* (—1.70)* (-1.05) 
—2.5119 —1.5748 —1.7043 —3.0597 
(—5.86)** (-3.54)** (-3.34)** (-227)** 
0.3347 0.1078 0.1713 0.1136 
(3.82)** (1.22) (1.77)* (0.29) 
—0.0926 —0.1649 -0.1622 —0.1064 
(—1.95)* (—3.28)** (-3.11)** (-1.85)* 
-0.5523 —0.2665 -0.1843 0.1719 
(—3.85)** (-1.63)* (1.06) (0.20) 
-0.5155 -0.0925 -0.2816 —0.1264 
(—1.00) (0.18) (0.46) (0.21) 
0.1938 0.0379 0.0478 0.0165 
(4.68)** (0.86) (1.02) (0.06) 
—2.1151 —0.9397 —0.6429 —0.9990 
(—18.07)** (—-6.42)** (~4.11)** (—2.42)** 
—11.3525 —58.9753 —68.4491 —64.8174 
(-23.44)** (-14.33)** (—15.32)** (-5.02)** 
—0.5698 —0.4922 —0.4325 —0.4577 
(-4.45)** (-3.85)** (-3.16)** (—2.74**) 
N.A. 0.047 0.049 — 
35,033 35,033 30,099 - 
(for UACC only 
30 099 are used) 


1. In column (1), estimates for each variable X (X-IUEI, ACCR, PERS, PRED, B/M, DISCRATE, LOGSIZE, 
QTR4, or LOSS) are obtained from a bivariate regression of CAR on UE and X/-*UE. The estimate for UE 
is from a bivariate regression of CAR on UE and 1UEl. All independent variables enter as “industry adjust- 
ed’ i.e., transformed as deviations from their respective industry means. 

2. Column (2) is estimated from specification (2): 


8 
CAR,, = Yo +Y; UE; + Y; ACCR, *UE,, + X B *XL*UEL e, 


Explanatory variables are also included as main effects (not shown). 
3. In column (3), UACC is forecast error from an ARI specification of accruals per share, deflated by prior 


quarter-end stock price. 


4. In column (4) Fama-McBeth (1973) parameter estimates and t-statistics are reported for the model that 


includes UACC. 
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than in column 2 (30,099 vs. 35,033). 

The estimate for ACCR (magnitude of accruals) 
is negative and statistically significant (one-tailed 
a < 0.01). Evidence in prior studies is that securi- 
ty price responses to earnings announcements are 
stronger (more positive) for unexpected cashflows 
than for unexpected accruals. The estimate for 
UACC is not statistically significant when UACC 
is specified as seasonal change in accruals (results 
not reported), but consistent with prior studies, the 
estimate on VACC is negative (-0.0003, t--1.70) 
when UACC is specified as forecast errors from 
seasonal AR1 model. The negative estimate for 
UACC implies that the market responds to earn- 
ings as if some information about accruals (cash- 
flows) is available at the time of earnings 
announcement. Notice that, if UCFO (unexpected 
cashflows) substitutes for UACC, then (by con- 
struction) the coefficient for UCFO 1s of the same 
magnitude but with an opposite sign. Thus, the re- 
sult indicates that investors respond positively to 
unexpected cashflows after controlling for unex- 
pected earnings, which is consistent with existing 
results (Rayburn, 1986; Wilson, 1987).*” Finally, 
and to the primary objective of the study, the re- 
sults indicate that the history of the accrual com- 
ponent ACCR impacts the ERC even when 
measures of current period unexpected accruals 
are also considered in the model.!® 

Finally, to address concerns that pooled regres- 
sions overstate the significance levels, Fama- 
McBeth (1973) statistics are reported in column 4, 
for the model that includes UACC. The statistics 
are computed using the mean and standard error of 
the regression statistics over the seven-year period 
1993-1999, Comparing columns 3 and 4, it can be 
seen that the Fama-McBeth t-statistics are smaller 
in magnitude. The significance levels for UACC 
and UE*PERS are diminished but the significance 
levels of other variables including those of primary 
interest, UE and ACCR*UE, remain similar to col- 
umn 3,!9 


5. Concluding remarks 

We consistently reject the null hypothesis that 
security price reactions to quarterly earnings dis- 
closures are unrelated to the firm-specific histori- 


7? Estimations of CAR = a, + a UE + a,UACC + and CAR 
= b, + b,UE + b,UCFO + ë are equivalent since it can be 
shown that b, = —a,; and a, = b, + b,. 

18 Including interactions between UACC and the determi- 
nants of ERC indicates no significant coefficient on UACC or 
on variables interacting with UACC. 

I9 To address concerns that the measurement of accrual vari- 
ables may contribute to time-sensitive results, the pooled data 
is partitioned equally into two groups pertaining to earlier and 
later time periods. The parameter estimates are not signifi- 
cantly different between the two groups. For example, the es- 
timates of UE*ACCR were —2.05 and —1.65 in the earlier and 
later periods. 
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cal cashflow-versus-accrual composition of earn- 
ings. In particular, we document that ERC varies 
directly with the extent that the history of earnings 
indicates that earnings are close to operating cash- 
flows. Furthermore, the economic and statistical 
significance of these associations are at least 
as substantive, if not more substantive than, asso- 
ciations for other known determinants of ERCs, 
such as earnings persistence or the cost of equity 
capital. Our analysis also indicates that the inverse 
relation is robust to competing explanations ad- 
vanced in the literature. 

These findings indicate that investors can use the 
historical ‘closeness-to-cash’ profile of earnings to 
inform both assessments of earnings quality and 
interpretations of current unexpected earnings. 
More specifically, earnings that ‘can be taken right 
to the bank and deposited' — or earnings that con- 
tain smaller amount of accruals — are considered to 
be more substantive than earnings components 
created through the accrual process. We posit that 
accrual components are attributed lower quality 
owing to uncertainty about whether accruals will 
be realised as future cashflows. Such uncertainty 
presumably indicates concern about (1) random 
and unexpected business conditions that potential- 
ly compromise information gained through the ac- 
crual process, (2) unintentional estimation errors 
inherent to the accrual process, or (3) intentional 
earnings management. 


References 

Ali, A. (1994). ‘The incremental information content of 
earnings, working capital from operations, and cash flows'. 
Journal of Accounting Research, 32 (Spring): 61—74. 

Baber, W. and Kang, S. (2002). 'The impact of split-ad- 
justing and rounding on analysts' forecast error calcula- 
tions'. Accounting Horizons, (December): 277—89. 

Basu, S. (1997). "The conservatism principle and the asym- 
metric timeliness in earnings’. Journal of Accounting and 
Economics, (December): 3-37. 

Bathke, A. and Lorek, K. (1984). ‘A time-series analysis of 
non-seasonal quarterly earnings data'. Journal of 
Accounting Research, (Spring): 369—379. 

Bernard, V. and Stober, T. (1989). "The nature and amount 
of information in cash flows and accruals'. Accounting 
Review, (October): 624—652. 

Bernstein, L. (1993). Financial Statement Analysis. 5th ed. 
Homewood, IL: Irwin. 

Brown, L. Griffin, P. Hagerman, R. Zmijewski, M. (1987). 
"Security analyst superiority relative to univariate time- 
series models'. Journal of Accounting and Economics, 
(April): 6137. 

Brown, L. and Sivakumar, K. (2003). 'Comparing the qual- 
ity of three earnings measures'. Review of Accounting 
Studies, (December): 561-572. 

Chen, S. DeFond, M. and Park, C. (2002). ‘Voluntary dis- 
closures of balance sheet information in quarterly earn- 
ings announcements'. Journal of Accounting and 
Economics, (June): 229—251. 

Cheng, C. Hopwood, W. and McKeown, J. (1992). 'Non- 
linearity and specification problems in unexpected earn- 
ings response regression model'. Accounting Review, 


120 


(July): 579-598. 

Collins, D. and Kothari, S.P. (1989). ‘An analysis of inter- 
temporal and cross-sectional determinants of earnings re- 
sponse coefficients’. Journal of Accounting and 
Economics, (July): 143—181. 

Collins, D., Hopwood, W. and McKeown, J. (1984). ‘The 
predictability of interim earnings over alternative quar- 
ters’. Journal of Accounting Research, (Autumn): 
461—479. 

Das, S. and Lev, B. (1994). *Non-linearity in the returns- 
earnings relation: tests of alternative specifications and 
explanations'. Contemporary Accounting Research, 
(Fall): 353-379. 

Easton, P. and Zmijewski, M. (1989). “Cross-sectional vari- 
ation in the stock market response to accounting earnings 
announcements’. Journal of Accounting and Economics, 
(July): 117-141. 

Fama, E. and French, K. (1995). ‘Size and book-to-market 
factors in earnings and returns'. Journal of Finance, 
(March): 131-155. 

Fama, E. and MacBeth, J. (1973). Risk, return, and equi- 
librium: empirical tests'. Journal of Political Economy, 
81: 607—636. 

Financial Accounting Standards Board (1975). FASB dis- 
cussion memorandum: an analysis and issues related to 
criteria for determining materiality. 

Fink, R. (2003). ‘Mind the gap: the 2003-cash flow score- 
card'. CFO Magazine, (December). 

Foster, G. (1977). ‘Quarterly accounting data: time series 
properties and predictive-ability results’. Accounting 
Review, (January): 1-21. 

Freeman, R. (1987). "The association between accounting 
earnings and security returns for large and small firms'. 
Journal of Accounting and Economics (July): 195—228. 

Freeman, R. and Tse, S. (1992). *A non-linear model of se- 
curity price response to unexpected earnings’. Journal of 
Accounting Research (Autumn): 185—209. 

Hawkins, D. (1988). 'Quality of earnings'. Harvard 
Business School Teaching Case: 9-178—126. 

Hayn, C. (1995). "The information content of losses'. 
Journal of Accounting and Economics (September): 
123-153. 

Hirshleifer, D. Hou, K. Teoh, S.H. and Zhang, Y. (2004). 
‘Do investors overvalue firms with bloated balance 
sheets?’ Journal of Accounting and Economics 
(December): 297—331. 

Kormendi, R. and Lipe, R. (1987). ‘Earnings innovations, 
earnings persistence, and stock returns'. Journal of 
Business (July): 323—345. 

Levitt, A. (1998). "The numbers game'. Speech delivered 


ACCOUNTING AND BUSINESS RESEARCH 


at the NYU Center for Law and Business (September). 

Lipe, R. (1990). ‘The relation between stock returns and 
accounting earnings given alternative information'. 
Accounting Review, (January): 49—71. 

Lipe, R. and Bernard, V. (2000). ‘Difference between in~- ` 
terim and fourth-quarter earnings: an analysis of volatili- 
ty and association with stock returns'. Working paper, 
University of Oklahoma. 

Lipe, R. Bryant, L. and Widener, S. (1998). ‘Do non-lin- 
earity, firm-specific coefficients and losses represent dis- 
tinct factors in the relation between stock returns and 
accounting earnings?’ Journal of Accounting and 
Economics (May): 195—214. 

McConnell, P. (2001). 'Analysts' perspective on earnings 
quality. the cpa report: benchmarking the quality of earn- 
ings’. 

McNichols, M.F. (2002). ‘Discussion of the quality of ac- 
cruals and earnings: the role of accrual estimation errors’. 
Accounting Review, (Supplement): 61-69. 

O’Brien P. (1988). ‘Analysts’ forecasts and earnings 
expectations’. Journal of Accounting and Economics, 
(January): 53-83. 

Pfeiffer, R., Elgers, P., Lo, M. and Rees, L. (1998). 
‘Additional evidence on the incremental information con- 
tent of cashflows and accruals: the impact of errors in 
measuring market expectations'. Accounting Review, 
(July): 373—387. 

Philbrick, D. and Ricks, W. (1991). ‘Using value line and 
IBES analyst forecasts in accounting research’. Journal of 
Accounting Research, (Autumn): 397-417 

Rayburn, J. (1986). "The association of operating cash flow 
and accruals with security returns’. Journal of Accounting 
Research, (Supplement): 112-133. 

Richardson, S. Tuna I. and Wu, M. (2002). 'Predicting 
earnings management: the case of earnings restatements’. 
Working paper, University of Pennsylvania. 

Sloan, R. (1996). “Do stock prices fully reflect information 
in accruals and cash flows about future earnings?’ 
Accounting Review, (July: 289—316. 

Teets, W. and Wasley, C. (1996). 'Estimating earnings re- 
sponse coefficients: pooled versus firm-specific models'. 
Journal of Accounting and Economics, (June): 279—296. 

Wilson, P. (1986). "The relative information content of the 
accrual and cash flows: combined evidence at the earn- 
ings announcement and annual report release dates’. 
Journal of Accounting Research, (Supplement): 165—200. 

Wilson, P. (1987). "The incremental information content 
of the accrual and funds components of earnings after 
controlling for earnings’. Accounting Review, (April): 
293-322. 


Accounting and Business Research, Vol. 36. No. 2. pp. 121-130. 2006 


121 


Deprival value and fair value: 
a reinterpretation and a reconciliation 


Tony van Zijl and Geoffrey Whittington 


, Abstract — Measurement is an important current issue for financial accounting standard-setters. Current values are 
increasingly replacing historical cost measures, but an important unresolved issue is the precise form that current 
value should take. In this paper two alternative measurement bases that have appeared in accounting standards, 
Deprival Value (sometimes called Value to the Business) and Fair Value, are explained and compared. They are then 
reconciled by making the following three adjustments to their conventional definitions. 


(1) In the case of Deprival Value, situations in which net realisable value exceeds replacement cost imply that there 
is a profitable redevelopment or redeployment opportunity, so that net realisable value is regarded as the ap- 
propriate measure of Deprival Value. 

(2) In the case of Fair Value, transactions costs (including installation and removal costs) are added to acquisition 
values and deducted from disposal values. 

(3) In the case of Fair Value, it is assumed that net realisable value represents the ‘highest and best use’, except 
when it is exceeded by both replacement cost and value in use. In the latter case, ‘highest and best use’ (and 
therefore Fair Value) is inferred by assuming profit-maximising behaviour by the owner. 


It is suggested that the resulting synthesis represents a method of current valuation which is consistent with the ob- 
jective of measuring the asset in terms of the economic opportunities that are available to its current owner in the 
condition and location in which it is currently to be found. 


1. Introduction 

Measurement is an extremely important issue in fi- 
nancial reporting that has not been resolved by the 
conceptual frameworks of any of the leading stan- 
dard-setters, such as those of the US Financial 
Accounting Standards Board (FASB), the 
International Accounting Standards Board (IASB) 
or the UK Accounting Standards Board (ASB). 
The principal reason for this is that financial re- 
porting has traditionally been based on historical 
costs, whereas current values have only more re- 
cently started to be adopted in certain areas of fi- 
nancial reporting. These areas are ones such as the 
measurement of financial instruments, where cur- 
rent market values are acknowledged to be more 
reliable (because markets in these items are well 
developed) and relevant (because the values of the 
items may be subject to large fluctuations, render- 
ing historical costs very poor proxies for current 
values). Thus, current financial reporting standards 
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tend to contain a mixture of current and historical 
measures, with current measures tending to grow 
in importance, as markets develop and financial 
reporting evolves to meet the needs of users of ac- 
counts. The FASB and the IASB are currently re- 
vising and converging their conceptual frameworks 
and are intending to address measurement as an 
important part of this. A first step in this process 
was the recent publication by the IASB of a dis- 
cussion paper on measurement, prepared by the 
staff of the Canadian Accounting Standards Board 
(2005). 

The debate is not, however, simply about 
whether historical cost or current value should be 
used in financial reports. There is also consider- 
able controversy as to how current value should be 
defined and measured. This paper attempts’ to 
make a positive contribution to this debate by 
comparing and reconciling the two principal com- 
petitors, deprival value and fair value. Deprival 
value has deep roots in the academic literature, and 
it is currently included in the conceptual frame- 
work of the ASB. Fair value is a more recent con- 
cept and has emerged as a term used in the 
standards of the FASB, the IASB and the ASB dur- 
ing the past 20 years, although it is not yet dis- 
cussed in their conceptual frameworks. The FASB 
is currently developing a standard to clarify its def- 
inition of fair value (FASB, 2004 and 2005) and to 
provide guidance that will enable it to be imple- 
mented in a consistent way across the standards 
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that have used the term. The JASB is considering 
adopting the FASB's proposals (IASB, 2005). 
Thus the definition and implementation of fair 
value is an important current issue in standard-set- 
ting. It is also a controversial one, possibly be- 
cause of the relatively rapid introduction of fair 
value, a relatively new concept which has had lit- 
tle previous discussion. The present paper is in- 
tended to provide such a discussion, particularly 
by clarifying and extending the fair value and de- 
prival value concepts and attempting to achieve a 
reconciliation of the two. 

The use of current values in accounting has a 
long history in both academic debate and practice 
(see for example, Boer, 1966 and Tweedie and 
Whittington, 1984). The topic was central to the 
debates on inflation accounting that took place in 
the period between the late 1960s and the early 
1980s and the form of current value that found its 
way into actual or proposed accounting standards 
at that time was current cost derived from the de- 
prival value model. 

Deprival value was supported by an extensive 
academic literature, originating in several different 
countries and dating from the early part of the 20th 
century? By the early 1980s it seemed to be 
emerging as the current value measurement 
methodology favoured by  standard-setters. 
However, the ‘current cost revolution’ collapsed in 
the mid-1980s as a result of declining inflation 
rates and the scepticism of preparers of accounts 
about the efficacy of current cost accounting 
(Tweedie and Whittington, 1997). Deprival value, 
which was a central component of current cost ac- 
counting, therefore fell out of favour with stan- 
dard-setters, although (in the guise of Value to the 
Business) it remains a feature of the Statement of 
Principles of the UK Accounting Standards Board 
(ASB, 1999, ch. 6). 

In more recent times, demands have again sur- 
faced for financial statements to portray current 
values, when they seem to be particularly relevant 
and can be measured reliably. The form of current 
value advocated in these developments has usual- 


! The most explicit example is the Report of the Sandilands 
Committee (1975), which precipitated the current cost debate 
in the UK and influenced it elsewhere. The Report of the Byatt 
Committee (1986) also adopted an explicit deprival value 
model and was influential in the adoption of current cost ac- 
counting by certain public sector enterprises and regulated en- 
tities. 

? Whittington (1983:131-6) provides a brief survey of the 
early deprival value literature (described there as 'value to the 
owner') up to about 1980. Since then, the literature has ex- 
tended further, notable contributions being the Byatt Report 
(1986) (see footnote 1), the book by Edwards et al., (1987) 
which demonstrates the relevance of deprival value to the de- 
tection of monopoly profits, and a paper by Stark (1997) 
which demonstrates how deprival value needs to be modified 
when real options (arising from the irreversibility of invest- 
ments) are present. 
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ly been described as fair value, and this has creat- 
ed the need for the new FASB standard on fair 
value measurement, which will promote consisten- 
cy in its application across different existing stan- 
dards. Fair value has been used within a mixed 
measurement system, more traditional methods, 
such as historical cost, being retained for those 
items for which fair value is considered to be un- 
reliable or costly to measure, or is not considered 
to be especially informative. An important exam- 
ple of these developments is reporting for certain 
financial instruments, such as derivative securities, 
where the existence of deep and liquid markets and 
the obvious irrelevance of using historical cost to 
measure instruments traded on such markets (de- 
rivatives such as swaps may have a historical cost 
of zero, but may have large market values as a re- 
sult of changes in market conditions since their in- 
ception) has led to the promulgation of accounting 
standards permitting or requiring current value 
measurement on a ‘fair value’ basis (FAS 115 and 
133 in the US and IAS 39 in international stan- 
dards). 

Thus, fair value has entered certain accounting 
standards as a response to needs, on a standard-by- 
standard basis rather than as a result of a formal 
amendment to conceptual frameworks, and with- 
out extensive academic discussion such as that 
which preceded the introduction of deprival value. 
The change is therefore potentially confusing, and 
deprival value and fair value are often regarded as 
competing alternatives, without any consideration 
as to why this should be the case. 

In this paper, we attempt to identify the common 
roots of these two approaches to current value, as 
well as the differences between them. In reconcil- 
ing the two, we propose a synthesis which, we be- 
lieve, combines the best features of both models. 
The purpose of this paper is therefore to bridge the 
apparent gap between the concepts of deprival 
value and fair value, and in doing so, to contribute 
to understanding the properties of both concepts. 

Deprival value (alternatively, and possibly more 
appropriately, described as Value to the Business) 
asks the question: what would the owner of an 
asset lose if it were deprived of this asset? In other 
words, it is a measurement of the additional value 
accruing to the business as a result of owning the 
asset. This is the answer to Professor Baxter’s 
question, “What difference does it make?’ (Baxter, 
2003, p3). Deprival value is usually interpreted as 
implying measurement at replacement cost for an 
asset whose recoverable amount (the highest value 
obtainable from use or disposal) exceeds replace- 
ment cost. The reason for restricting the value of 
the asset to replacement cost, in these circum- 
stances, is that the loss resulting from losing the 
asset should not be greater than the cost of replac- 
ing it and therefore making good the loss: equally, 
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the value attributed to owning the asset should not 
exceed the cost of acquiring an equivalent asset in 
the market, because any excess returns generated 
by the present owner can be attributed to other as- 
sets specific to that owner, such as goodwill. 
Where recoverable amount is less than replace- 
ment cost, replacement of the asset would not be 
justified (that is, in replacement cost terms, it is 
impaired) and the asset is valued at its recoverable 
amount (which is, in this instance, lower than re- 
placement cost). Thus, deprival value can be 
looked upon as being a modified replacement cost 
valuation, that is, replacement cost but subject to a 
recoverable amount test (Gee and Peasnell, 1976). 

As indicated earlier, deprival value has, in recent 
years, been replaced by fair value, as the current 
value measure favoured in accounting standards. 
This has been the case particularly in the standards 
of the US’s FASB and the IASB. In the IASB's 
Framework (1ASC, 1989), fair value is referred 
to but not defined? However, it is defined in its 
standards, starting with Property, Plant and 
Equipment (IAS16, 1982), as ‘the amount for 
which an asset could be exchanged between 
knowledgeable, willing parties in an arm’s length 
transaction’. This is substantially consistent with 
the definition that emerged earlier in the literature 
of the US’s FASB ^ 

The FASB interpretation of fair value has been 
explained and clarified in a series of articles in its 
Understanding the Issues series (particularly, 
Foster and Upton, May and June 2001) and more 
recently in the FASB Exposure Draft Fair Value 
Measurements (FASB, 2004) and the consequent 
Working Draft Statement of Financial Accounting 
Standards No 15X Fair Value Measurements 
(FASB, 2005). The FASB’s interpretation is con- 
sistent with the guidance in IASB standards such 
as Financial Instruments: Recognition and 
Measurement (IAS 39, 2004) and Business 
Combinations (IFRS 3, 2004). The essential idea 
of fair value is that it is an arm’s length market 


3 TASC (1989), paras 51 and 100(a). 

^ [n the past, fair value was typically seen as a feature of the 
historical cost model and applied, for example, to initial 
recognition of a delayed payment transaction, or as the basis 
for allocation of cost between identifiable net assets and good- 
will in the context of a business combination accounted for as 
an acquisition. See, for example, paras 15 and 81 of SFAS 15 
(1977) Accounting by Debtors and Creditors for Troubled 
Debt Restructurings, which explain fair value and refer to use 
of the concept in APB Opinions 16 (1970), 21 (1971), and 
29(1973), and APB Statement 4 (1970). The concept was not 
referred to in the FASB's Concepts Statement 5 Recognition 
and Measurement in Financial statements of Business 
Enterprises issued in December 1984. However, the FASB has 
now identified fair value as the appropriate attribute for most 
measurements at initial recognition and for subsequent fresh 
start measurements. The FASB 1980 Exposure Draft on spe- 
cialised assets provides an early example of a proposal to use 
fair value as a measure of current value. 
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price. This requires that the assumptions as to how 
the asset can be used are those adopted by the 
market, rather than the 'entity specific' beliefs of 
the current owner. Also, it is a price rather than a 
realisable value or cost of acquisition, so that it 
does not make any allowance for transactions 
costs. In both of these respects, it differs from de- 
prival value. Moreover the report of the IASC 
Steering Committee on Financial Instruments 
(IASC, 1997 chapter 7, 5.6) defined fair value as 
a selling price (the bid price) rather than a buying 
price. This was probably an arbitrary means of re- 
solving the problem of how to treat the dealer's 
spread in financial markets, rather than an obser- 
vation as to the fundamental properties of fair 
value, but it reinforced a trend by some advocates 
of fair value to regard it as a selling price. This 
trend has been further reinforced by the FASB's 
current discussions on a new fair value measure- 
ment standard, which seems likely to define fair 
value specifically as a selling price in the appro- 
priate reference market. Since deprival value can, 
as we have seen, be regarded as modified replace- 
ment cost, the interpretation of fair value as a sell- 
ing price opens up another potential gap between 
the two concepts. 

As stated above, the purpose of this paper is to 
bridge the apparent gap between the two concepts. 
They are both approaches to obtaining an econom- 
ically meaningful current value, and the deprival 
value approach can be used to resolve a problem 
that arises in the application of the fair value prin- 
ciple: the choice of market in which to assess fair 
value and, in particular, whether that should be the 
market for acquisition (entry) or disposal (exit). In 
order to achieve this reconciliation, we first exam- 
ine deprival value, the concept with the longer his- 
tory in the accounting literature, and suggest an 
amendment to its traditional interpretation. We 
then examine the more recent concept, fair value, 
and suggest a particular interpretation of it. We 
then show how the concepts, as we interpret them, 
can be applied jointly to produce consistent results 
that are also a meaningful representation of the 
current economic position of the reporting entity. 
We shall consider specifically the case of fixed as- 
sets, such as property, plant and equipment, al- 
though our arguments could be extended to cover 
other assets and liabilities. 


2. Deprival value 

As indicated earlier, the objective of deprival value 
is to assess the value added to a business as a re- 
sult of owning the asset. This is why value to the 
business is an equally appropriate and possibly 
more intuitively appealing description. However, 
deprival is an alternative characterisation: the an- 
swer to ‘how much better off am I as a result of 
owning this asset?' is the same as that to the ques- 
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tion “how much worse off would I be if I did not 
own this asset?? This may seem to be a pedantic 
point, but it answers the commonly made criticism 
that deprival value is of interest only for insurance 
purposes. 

In answering the above question, however it is 
put, we have to make appropriate assumptions 
about the economic opportunities available and 
which ones are relevant. Since the valuation is 
being done in relation to the entity that currently 
owns the asset, these must be the opportunities that 
are actually available to that specific entity. Thus, 
if an entity is unable to access a particular market 
or use the asset in a particular way, these are not 
relevant opportunities for the assessment of depri- 
val value. However, within the opportunities that 
are available to the reporting entity, we assess de- 
prival value by assuming that the asset 1s put to the 
use that maximises its value. In other words, we 
assume economic rationality in selecting the eco- 
nomic opportunities upon which the measurement 
is based, but the set of opportunities from which 
the selection is made is determined by entity-spe- 
cific constraints. 

Thus, there are two stages in the assessment of de- 
prival value. First, we select the relevant opportuni- 
ties. Second, we chose between these opportunities. 

The selection of the relevant opportunities is 
based upon the fact that there are three possible 
courses of action in relation to an asset held by an 
entity: it can be disposed of, or used in the business, 
and it can subsequently be replaced by acquisition 
in the market, if it is used up, disposed of, or other- 
wise lost. This leads to three types of value: dis- 
posal proceeds, present value of future benefits 
obtainable from use, and replacement cost.’ 

In assessing replacement cost (subsequently ab- 
breviated as RC), we include all of the necessary 
costs of acquiring the asset: not merely the price, 
but also transactions, transportation and installa- 
tion costs. However, economic rationality requires 
that we assess the minimum replacement cost of 
the services the entity derives from the asset, that 
is, the cheapest means of “making good’ the entity 
if it were deprived of the asset. Thus, if the asset 
incorporates a redundant technology, we would 
measure the cost of a cheaper modern equivalent 
asset as the appropriate replacement cost. Equally, 
if the existing asset incorporates excess capacity, 


> This result does rest on the assumption of economic ra- 
tionality in terms of the entity selecting the combination of 
projects with maximum added value (for a given level of risk). 

$ Economic rationality is assumed for the purposes of as- 
sessing deprival value, but that does not mean that we assume 
that the entity actually follows the rational course of action. 

7 [n order to simplify the exposition and focus on the essential 
differences between deprival value and fair value, the subse- 
quent discussion assumes certainty, as have most previous dis- 
cussions of deprival value. If we assume uncertainty, the analysis 
would have to take account of real options (see footnote 10). 
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the replacement cost should be based upon the ca- 
pacity that 1s used. 

Ín assessing disposal proceeds, net realisable 
value (subsequently abbreviated to NRV), we look 
to the market available to the entity that offers the 
maximum return for an asset in that particular lo- 
cation and condition. We deduct the necessary 
costs of selling, transportation and de-installation, 
so that we assess the net proceeds rather than the 
disposal price. When disposal is likely to take a 
significant time, it will be necessary to discount 
the proceeds to obtain the present value measure- 
ment of NRV. 

In assessing value in use (subsequently abbrevi- 
ated to VIU), we assume that the entity owning the 
asset continues to use it in the most profitable 
manner that is available to the entity. Thus, the 
value is entity-specific, insofar as it respects the 
realistic limitations on present use, but it does not 
allow for management choice (insofar as manage- 
ment may arbitrarily choose a less profitable use 
than might be possible). Because use will neces- 
sarily take place in the future, VIU is usually a dis- 
counted measure, discounting being necessary to 
reduce the future returns to a present value. The 
discount rate used should be asset-specific, that is, 
it should reflect the systematic risks inherent in the 
use made of the specific asset, rather than the av- 
erage cost of capital of the entity owning it. 
However, if the entity were subject to capital ra- 
tioning, the discount rate would include an addi- 
tional premium to reflect that situation: it may be 
economically rational for a capital-rationed entity 
to dispose of assets (or not replace them) even 
when their yield would satisfy the market's re- 
quired rate of return on those assets (because that 
rate 1s not accessible to the entity). In assessing the 
returns from continued use, all future cash inflows 
and outflows resulting from continued use (includ- 
ing subsequent disposal) will be included. These 
should be measured by assessing opportunities, 
that is, the difference in cash flows that results 
from the continued use of the asset. 

Having selected the economically relevant op- 
portunities open to the entity, the deprival value 
approach uses a simple algorithm to select which 
one is appropriate. The algorithm uses a concept of 
recoverable amount (subsequently abbreviated as 
RA), which is the higher of NRV and VIU, that is, 
it is the maximum amount realisable by sale or use 
of the asset. This is compared with RC, which puts 
an upper ceiling on the deprival because the loss 
resulting from deprival cannot exceed the cost of 
making good the loss. Equally, the additional value 
attributed to owning an asset cannot exceed the 
cost of buying a similar asset in the market: a firm 
that owns such an asset can be better off than an 
otherwise similar firm that does not own the asset 
only to the extent of the cost (RC) that the second 
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Table 1 
Selection of alternative values under different measurement systems 


Case Relationship 


NRV>VIU>RC RC 
NRV>RC >VIU RC 
VIU>RC >NRV RC 
VIU>NRV>RC RC 
RC >VIU>NRV VIU 
RC >NRV>VIU NRV 


firm would incur in making itself identical to the 
first $ 

The deprival value (DV or value to the business) 
algorithm is therefore: 


DV = min [RA, RC] 
where RA = Max [NRV, VIU] 


This has an obvious consistency with the tradi- 
tional valuation rule of selecting cost (in this case 
RC) or market value (in this case RA, which in- 
cludes NRV) whichever is the lower. 

Table 1 sets out the possible permutations of 
NRV, VIU and RC (in the second column headed 
‘Relationship’) and the value selected by the de- 
prival value algorithm This follows the exposi- 
tion due to Solomons (1966) and Parker and 
Harcourt (1969). Of the six possible permutations, 
the first four lead to the selection of RC as depri- 
val value under the conventional interpretation 
(column 3, headed “Traditional? DV). This is be- 
cause, in each of these cases, replacement would 
be justified if the asset were lost by use or dispos- 
al because there exists a use (NRV or VIU) that is 
greater than the cost of replacement (RC). The 
fifth case yields VIU as deprival value. This is a 
situation in which VIU lies between RC and NRV, 
with NRV being the lower. Thus, the asset is not 
worth replacing (RC>RA), but continued use is 
more profitable than sale. It might arise in the case 
of plant and equipment which has a low NRV be- 
cause of high costs of sale and de-installation but 
has a high RC due to high costs of purchase and in- 
stallation. In such a case, a decline in the prof- 
itability of the activity since the original 
investment could lead to the ‘use but do not re- 
place' situation which implies that VIU would be 
lost if the entity were deprived of the asset. The 
final case yields NRV as the deprival value. This is 
a case in which neither replacement nor continued 


8 Of course, this does not mean that VIU cannot exceed RC. 
It would be expected that VIU>RC for intra-marginal invest- 
ments, but the ability to achieve a return in excess of that re- 
quired to justify replacement can be attributed to the goodwill 
(or possibly another asset) of the owning entity. 

9 Discussion of the entries in the ‘Re-stated DV’ column is 
deferred until Section 3 below. 


‘Traditional DV’ 
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'Re-stated DV’ 





use is economically justified (RC>RA and 
NRV>VIU), so that immediate disposal is the most 
valuable course of action, representing the best re- 
turn available from the asset. 

It should be noted that Table 1 merely displays 
the theoretical possibilities and makes no attempt 
to rank the cases in order of likelihood of occur- 
rence. Two observations should be made about 
this. First, Case 3 represents the typical investment 
in property plant and equipment, if the expecta- 
tions held at the time of the original investment are 
fulfilled. In this case, it is profitable to continue to 
use (RA=VIU>RC) and it is not profitable to sell 
(RC>NRV). The deprival value is the cost of mak- 
ing good the loss, RC. Second, cases 1, 2 and 4 all 
assume that NRV>RC: in other words, irrespective 
of whether the asset can be used profitably in the 
business of the present owner, it would seem prof- 
itable for the entity to sell the asset and replace it, 
on a continuing basis. These cases all lead, under 
the deprival value rules, to valuation at RC. This 
seems to be counter-intuitive and possibly to lead 
to an under-valuation of the asset under the depri- 
val value system. This is considered further in our 
re-interpretation of deprival value. 


3. A re-interpretation of deprival value 
The situation in which NRV>RC, which 1s as- 
sumed in cases 1, 2 and 4 seems, at first sight, to 
be incompatible with market equilibrium: it would 
imply that an entity should continuously sell and 
replace the asset in question. This seems to be im- 
plausible in the case of property, plant and equip- 
ment held as fixed assets. It seems unlikely that the 
entity holding such assets would be able to access 
a selling market which even after transaction costs, 
yielded a net return greater than the full cost of re- 
placement. Even in the case of trading stocks, we 
would not expect, under competitive conditions, 
that the entity could achieve more than a normal 
rate of return after recovering its selling and re- 
placement costs: for this reason, it is not usual to 
record stocks at a higher value than their cost, be- 
cause NRV, including the costs of time and risk as 
part of realisation costs, should equal RC. 

The explanation for the apparent anomaly, in 
which NRV>RC, must be the fact that NRV relates 
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to the asset actually held, whereas RC is based 
upon the optimal replacement of the productive ca- 
pacity utilised by the entity. Thus, if a business oc- 
cupies land and buildings in an attractive location 
which is not necessary for its own purposes, RC 
will reflect the lower optimal replacement cost for 
use by the present owner, whereas NRV will re- 
flect the higher value realisable in an alternative 
use and reflected in the market price. Alternatively, 
in the case of plant and machinery, as well as prop- 
erty, the entity may own excess capacity. In such a 
case also, RC will be based on necessary capacity, 
whereas NRV will be based upon the actual capac- 
ity owned which might attract a higher value. 
When, as result of such a situation, NRV>RC, we 
can describe the difference (NRV-RC) as the value 
of a redevelopment or redeployment opportunity. 
The process of redevelopment or redeployment 
through the market (measured by NRV) would in- 
volve what advocates of fair value would describe 
as an assumption of ‘highest and best use’ of the 
asset, as reflected in its market price. 

In these cases, in which NRV>RC, setting depri- 
val value to RC provides a current valuation of the 
services currently used by the business but ignores 
the potential benefits obtainable by exercising the 
redevelopment or redeployment opportunity, cap- 
tured by the higher NRV. The value of such oppor- 
tunities (NRV-RC) could be reported separately for 
each class of assets, but it would be simpler and 
less costly to include them in the DV of the assets 
to which they related.!° This would lead to the ‘Re- 


10 Strictly, if we drop the assumption of certainty and take 
an option pricing perspective, the value of the option to realise 
this opportunity is not (NRV-RC): that is merely the gain to be 
had by exercising the option immediately (its intrinsic value). 
More generally, if we assume (realistically) that there is un- 
certainty and irreversibility in the investment process, we have 
to introduce the value of real options into the deprival value 
analysis (Stark, 1997). 

li Indeed, it could be argued that the Traditional DV actu- 
ally measures the loss from deprival only if RC refers to the 
capacity of the asset valued by the market and not just the ca- 
pacity utilised by the entity. However, that would still leave 
cases 1, 2 and 4 as being plausible for property, plant and 
equipment assets in temporary market disequilibria. 

'2 The reasons why such opportunities might arise are var- 
ied. For example, in the case of land the land on which the 
business premises are located might have increased dramati- 
cally in value because of favourable demographic changes in 
the locality. The opportunity would be non separable from the 
asset and therefore exercise of the opportunity to redeploy 
would require sale of the asset and (presumably) replacement 
of it by another asset (at the amount RC) which could provide 
the services currently used by the business. 

13 At the time of revising this paper (February 2006), the 
FASB and the IASB are both considering amendments to this 
definition which, if adopted, will define fair value more clear- 
ly as a market selling price. 

14 In normal recording of transactions it is implicitly as- 
sumed that the parties are unrelated and therefore the reference 
to this aspect in the Exposure Draft definition would not seem 
to be significant. 
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stated DV’ measure shown in the fourth column of 
Table 1. It can reasonably be argued that this is a 
more appropriate measure of the consequences of 
deprival. If an asset had NRV>RC, then the entity, 
if deprived of the asset, would not be fully com- 
pensated by being awarded RC: it would also re- 
quire compensation for the redevelopment or 
redeployment opportunity.!! It should be noted that 
these are market opportunities actually available to 
the entity and measured in NRV.'* They do not in- 
clude the cost of excess capacity which could not 
be recouped, either because others had no use for 
it (that is, there was only a scrap market) or be- 
cause the costs of de-installation and sale reduced 
NRV to RC or lower. 

The effect of this re-statement of DV 1s to bring 
it much closer to the concept of fair value (FV), 
because the re-statement, like FV, is based upon 
valuing the assets in terms of the prices at which 
they would exchange between willing buyers and 
willing sellers in the market place. Clearly, a mar- 
ket transaction would be influenced by the possi- 
ble benefits of redevelopment or redeployment. 


4. Fair value 

If fair value is estimated by market price obtained 
from an active, well-informed and competitive 
market it will provide an objective measure which 
is free from subjective intentions and beliefs of the 
current owner of the asset. This will reflect the 
‘highest and best use’ available to market partici- 
pants, that is, the return available by the marginal 
purchaser in the market place. It should be noted 
that this is not the best return available to any 
owner of the asset because the returns to intra-mar- 
ginal purchasers or present owners will include 
producer or consumer surplus. 

The IASB definition of fair value, quoted earli- 
er, is similar to the definitions given by the FASB 
in Concepts Statement 7 and in the 2004 Exposure 
Draft:? 


‘The amount for which that asset (or liability) 
could be bought (or incurred) or sold (or settled) 
in a current transaction between willing parties, 
that is, other than in a forced or liquidation sale.' 
(Concepts Statement 7, FASB, 2000) 


“The price at which an asset or liability could be 
exchanged in a current transaction between 
knowledgeable, unrelated parties.' (Exposure 
Draft, FASB, 2004) 


The only significant difference between these 
definitions and the IASB definition is the reference 
to the transaction being between knowledgeable 
parties, thus implying the absence of information 
asymmetry.!^ However, Foster and Upton (2001b), 
in their clarification of the FASB interpretation of 
fair value, state that it assumes that there are ‘no 
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significant information asymmetries’. Thus, we 
can assume that the objective of both definitions is 
identical, and the interpretation of fair value given 
here is based on that of Foster and Upton. 

Fair value is thus based on the concept of ex- 
change value between willing parties in a well-in- 
formed open market. It measures the consideration 
exchanged and therefore does not consider trans- 
actions costs. Furthermore, it does not address the 
question of which market to choose where more 
than one is accessible (e.g. a wholesale market and 
a retail market). 

The fair value objective assumes that there is, or 
might be, a single price at which the asset should 
be exchanged. In order to identify that price, a 
measurement hierarchy is used. This consists, first, 
of seeking a quoted price in an active market. If 
such a price 1s unavailable, prices of similar assets 
should be sought. If these are unavailable, valua- 
tion techniques should be used to infer the price at 
which the asset would exchange if an active mar- 
ket were available. The most common of these for 
property, plant and equipment will be the calcula- 
tion of a present value by discounting the cash 
flows obtainable from future use. If this is done, 
the cash flows and the discount rate should be 
based on notional market based assumptions, not 
the 'entity specific' assumptions that would be 
used by the present owners. The latter might in- 
clude the effects of specific advantages available 
to the present owners which would not be reflect- 
ed in the market price. The market assumptions 
should exclude such excess returns (which are, in 
effect, separate intangible assets due to manage- 
ment skills, special knowledge or other specific 
advantages over other participants in the market), 
and should be based on the "highest and best use" 
accessible to the market, that is, the assumptions 
that would apply to the marginal purchaser. 

The notional market based assumptions should 
reflect the information that would be expected to 
be used by market participants and obviously 
should not contradict any information known to 
be used by market participants. Foster and Upton 
(2001b) suggest the following assumptions about 
how the notional market would work: 


* the buyer has use for the asset in its current state; 

* the buyer will put the asset to its highest and best 
use; 

* the buyer can obtain reasonable information 
about the asset’s condition and uncertainties in 
use (there are no significant information asym- 
metries); 

* the buyer is interested in the specific asset in 
question; and 


15 We treat installation and dismantlement costs as part of 
the transactions costs because they are essential costs of ac- 
quisition or disposal of property, plant and equipment assets. 
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* the buyer and seller will transact in the market 
that is most advantageous to them (especially 
important in terms of assets trading both in sets 
and individually). 


This approach clearly shows that where there is 
no market, as would be the case for highly spe- 
cialised assets, fair value does not necessarily re- 
flect the selling price for scrap purposes as it is 
assumed that the buyer of an asset has a use for it 
in its current state. In such circumstances, fair 
value is therefore not an actual price but rather a 
notional market price — the price that would be ex- 
pected to apply if there were a market operating 
under the specifications stated above. Thus an ac- 
tual selling price for scrap purposes could be sig- 
nificantly less than fair value even when there was 
no actual sale at fair value. 


5. Àn extension of fair value 

Fair value, as described above, is an attractive 
method of measurement, combining up-to-date 
valuation with the objectivity of relying on market 
value and assumptions, rather than the subjective 
estimates of management. Two problems that FV 
does not address are transactions costs and the 
choice of market. Here we propose extensions of 
the FV concept to deal with them. 

Transactions costs can be significant, particular- 
ly for items of property, plant and equipment, 
which may involve high costs of conversion, in- 
stallation and transportation, as well as high deal- 
ing costs (relative to those of financial 
instruments) due to the specific nature of the 
asset.!5 Thus, if fair value is based upon buying 
price, the value (as opposed to the price) must in- 
clude acquisition costs if it 1s to reflect the full eco- 
nomic burden of buying. Equally, if fair value is 
based on selling price, we must deduct selling 
costs if we are to reflect the economic benefit ob- 
tainable by selling. It is these burdens and benefits 
that reflect the economic opportunities offered by 
the market place. The price (as opposed to the 
value after adjustment for transaction costs) is 
often essentially arbitrary, depending upon the ex- 
tent to which transactions costs such as dealing 
commissions or delivery charges are bundled into 
it. In some cases, dealers will quote two prices, a 
bid price and an offer price, the difference between 
them being the dealer's return from dealing, which 
could equally well be described as a commission. 
In such cases, the transaction cost is inevitably in- 
cluded in the price. 

Thus, an economically meaningful measure of 
value as either outlay on acquisition or proceeds of 
disposal must include the effects of transactions 
costs. If we wish to define FV as a price, rather 
than a value in exchange, we may find that some 
transactions costs are included in the price and oth- 
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ers are excluded. Consistent economic measure- 
ment requires that we add in all acquisition costs 
when FV is based on an entry (acquisition) value 
and deduct all disposal costs when it is based on an 
exit (disposal) value. It does not matter whether 
we describe such measures as FV or as 'FV plus 
acquisition costs' and *FV less disposal costs' so 
long as we have a clear objective of measuring the 
asset at an amount that reflects the relevant trans- 
action costs. 

This brings us to the important question of 
choice of market, and, in particular, whether that 
should be the market for acquisition (entry) or dis- 
posal (exit). Once we have resolved the entry/exit 
problem, the appropriate method of dealing with 
transactions costs is decided (add to entry price 
and deduct from exit price), and the choice be- 
tween different markets is straightforward, being 
determined by the assumption that a profit-max- 
imising entity will choose the market that offers 
the lowest total acquisition cost or the highest net 
disposal proceeds. 

The hierarchy of fair value measurement de- 
scribed earlier, does not resolve the ‘which mar- 
ket?’ problem. Rather, it deals with the more 
practical question of finding information of suit- 
able reliability. We need, additionally, guidance on 
which price to use when reliable prices are avail- 
able for both acquisition and disposal and these 
prices differ. A possible source of guidance here is 
the concept of the highest and best use. One inter- 
pretation of this might be to regard net selling 
price (NRV) as that reflecting the highest and best 
use obtainable through the market for an asset 
owned by the entity. This would be consistent with 
the interpretation of fair value for financial instru- 
ments as a bid price (selling price), adopted by the 
Financial Instruments Joint Working Group of 
Standard Setters (2000). However, for property, 
plant and equipment assets, which might be high- 
ly specific as to design and location and have high 
relocation costs, the present use might be the high- 
est and best use and NRV might be very low. In the 
extreme, NRV night be a scrap value, which is in- 
consistent with the definition of fair value, as in- 
terpreted by Foster and Upton (2001 a and b). 

This situation arises in cases 3 and 5 of Table 1. 
In both cases, NRV is lower than both VIU and 


16 A number of approaches have been suggested for avoid- 
ing DV being measured by VIU. Stamp (1971) suggested that 
RA should be estimated only as NRV, which would then be 
DV in case 5. Gee and Peasnell (1976) suggested that RC 
would be the best estimate of VIU in case 5. Baxter (1994) ar- 
gues that case 5 is unlikely to arise. Baxter's view is that when 
an asset reaches the phase in its life where RC apparently ex- 
ceeds VIU, this probably reflects an over-estimation of RC 
(possibly due to basing RC on an arbitrary calculation of de- 
preciated replacement cost rather than an assessment of what 
the asset's services are currently worth to a rational purchaser 
in the second-hand market). 
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RC. In case 3, VIU is the highest value and RC is 
the next highest. We earlier characterised this as 
the case of the typical property, plant and equip- 
ment asset which is profitably used by the busi- 
ness, would justify replacement, and would attract 
a relatively low value on disposal. In such a case, 
it might be acceptable to measure FV as RC, which 
is the higher of the two observable market values, 
on the ground that the market transaction that an 
economically rational entity would conduct in re- 
lation to this asset would be to replace it when its 
present use expired. It would be replaced by the 
most efficient means, so that the ‘modern equiva- 
lent asset’ approach to measuring RC, used earlier 
in the measurement of DV, is still appropriate. The 
higher VIU is inappropriate as a measure of FV be- 
cause it exceeds both market valuations (RC and 
NRV), so there is no evidence that it represents a 
‘highest and best use’ obtainable through the mar- 
ket, rather than some entity-specific advantage en- 
joyed by the current owner. 

In case 5, NRV is again lower than both VIU and 
RC, but RC is now greater than VIU, so that the 
entity’s economically rational course of action is to 
continue to use the asset (VIU>NRV) but not to re- 
place it when it has been used up (RC>VIU). In 
this case, NRV is not the highest and best use: con- 
tinuing use yields a higher value. RC may be an in- 
dication of the highest and best use available in the 
market, if there are currently transactions to buy at 
that price. However, it is difficult to argue that RC 
represents the highest and best use of the asset cur- 
rently held, because that can be placed in the mar- 
ket only at the lower NRV. Thus, VIU may be 
taken, in this instance, as fair value.!© Admittedly, 
VIU will be (as was the case of deprival value) es- 
timated by current management, using entity-spe- 
cific assumptions, but advocates of fair value do 
concede that this may be necessary when there is 
no alternative evidence available from the market 
place. In the present case, VIU is bounded above 
by RC (and below by NRV), so that the scope for 
the entity’s own assumptions to give rise to a mis- 
leading higher value (eg due to the effects of 
adding in otherwise unrecognised intangible as- 
sets) Is constrained. 


6. A reconciliation 
Given the above re-interpretations of DV and FV, 
it can be seen that fair value leads to identical re- 
sults to those ascribed in Table 1 to Re-stated DV. 
Case 3 leads to RC, case 5 to VIU and the other 
cases all lead to NRV. 

The changes to the conventional interpretations 
of DV and FV that were necessary to achieve this 
reconciliation were as follows: 


* [n the case of DV, it was assumed that any 
instance of NRV>RC implied a redevelopment 
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or redeployment opportunity, which should 
make NRV a more appropriate value of the asset 
than RC . 
* [n the case of FV, it was assumed that transac- 
tions costs should be allowed for in assessing ac- 
quisition and disposal values. 
In the case of FV, it was assumed that NRV rep- 
resents the 'highest and best use' of an asset 
already held, except when it is exceeded by both 
RC and VIU. In the latter cases, ‘highest and 
best use' is inferred by assuming profit-max- 
imising behaviour. 


The fact that DV and FV can be reconciled in 
this way should not be surprising." They both seek 
current valuations and they are both based on the 
assumption of economic rationality: DV through 
the idea of profit-maximisation and FV through 
the concept of ‘highest and best use’. Entrenched 
advocates of either DV or FV may object to the 
three changes made to the concepts, but they seem 
to be consistent with the objective of measuring 
the current value of the asset in terms of the eco- 
nomic opportunities that are available to its current 
owner in the condition and location in which it is 
currently to be found. This is asset-specific valua- 
tion, but it avoids the use of entity-specific as- 
sumptions except when they cannot be avoided. 
This is the stance usually adopted by advocates of 
fair value and is consistent with the proper appli- 
cation of deprival value thinking. 
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Book Review 


The role of performance measurement systems 
within global organisations. Cristiano Busco, 
Mark Frigo, Elena Giovannoni, Angelo Riccaboni 
and Robert Scapens. London: ICAEW, 2006. x + 
61pp. £20. ISBN 184 152 4077. 


The objectives of this report are broad and ambi- 
tious: an exploration of the use of performance 
management systems (PMS) to manage organisa- 
tional integration at global level, the ways in which 
PMS are used to create ‘a common organisational 
language of measurement' and embed this in or- 
ganisational culture, the role of PMS 1n the gover- 
nance of heterogeneous organisational resources, 
and the capabilities required of finance experts in 
using PMS in these ways. Each of these topics 
would have offered scope for a full project and the 
report will have fulfilled an important purpose if it 
prompts further investigation in these areas. 

The five authors achieve the first objective in a 
structured and interesting way, based on research 
in four companies: General Electric, Nestlé, Shell 
and Whirlpool. They provide a clear outline of the 
evolution of strategic approaches by global organ- 
isations, their integration needs and the mecha- 
nisms developed to meet those needs. Vertical and 
lateral relationships, formal and informal control 
mechanisms and the links made between ‘global 
and local practice through corporate culture are all 
discussed in the context of the PMS used in the 
case study companies. 

However, the other objectives are less success- 
fully addressed. There is very little discussion of 
the development of common measurement lan- 
guages in the case companies, particularly the 
challenge of ensuring common understanding of 
global metrics. The PMS descriptions are silent on 
any difficulties encountered in their introduction. 
The acquisition of Nuovo Pignone by GE and its 
integration through cultural change is particularly 
interesting since it describes a fairly unusual suc- 
cess story of a local culture being complemented 
rather than overwhelmed by the integration of a 
global culture. The authors observe: ‘Yet, this is 
not a story of blood spilled or brute force used, and 
*...coercion and seduction played equally impor- 
tant roles.’ (p52) But there is no indication of 
whether the story is being told by the coerced, the 
seduced or an impartial observer. The skills re- 
quired of the finance function in relation to PMS 
are also dealt with briefly, with little reference to 
the research data. 


131 


The main focus of the report is the authors’ ar- 
gument that PMS offer an integrated approach to 
governance. This is demonstrated by the develop- 
ment of a model which links compliance, perform- 
ance and knowledge in an ‘integrated governance’ 
framework, each area supported by PMS mecha- 
nisms. The model is then used as a basis for the 
design of a monitoring tool, an ‘integrated gover- 
nance scorecard’. 

This reader would have appreciated more insight 
into the thinking behind the model. The authors 
state that “we need to extend the meaning of good 
governance by linking compliance to systems of 
performance measurements’ (p2). The basis for 
this assertion is not made clear: there is no indica- 
tion that the governance model is derived either 
from the research data or from other studies, al- 
though it is closely linked to the notion of ‘enter- 
prise governance’ promoted by CIMA and IFAC 
(CIMA/IFAC, 2004). 

Enterprise governance comprises corporate gov- 
ernance, defined as conformance, and business 
governance, related to performance. Its proponents 
advance it as a means of balancing governance de- 
mands, implying that conformance aspects have 
dominated governance developments to the detri- 
ment of performance aspects. This view was ex- 
pressed by early critics of the developing UK 
governance system and in the report of the Hampel 
Committee but empirical evidence supporting this 
argument is sparse (Spira, 2001). However, the 
board's inward-facing responsibility for the for- 
mulation and monitoring of enterprise strategy has 
not been neglected in governance models — see, for 
example, Tricker's early analysis of the twin con- 
formance and performance roles of the board 
(Tricker, 1994:287). 

The concept of corporate governance has been 
defined in many ways since it became a major con- 
cern worldwide after the financial scandals of the 
1980s, but most definitions, be they broad or nar- 
row, distinguish between governance and manage- 
ment. Governance is the purview of the board of 
directors. This is an important distinction which 
reinforces the process of organisational accounta- 
bility. The authors assert that: "The governance 
system can no longer be regarded as something 
that happens at the top of the organisation. It has to 
be deeply embedded in day-to-day operations and 
activities...’ (p30). But if governance becomes a 
concern at every organisational level, responsibili- 
ty is potentially diffused. 
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To support their conformance role, boards re- 
ceive assurance on the compliance aspects of cor- 
porate governance from the existence of sound 
internal accounting systems and controls. To sup- 
port their performance role, they rely on sound 
systems of strategic implementation and perform- 
ance measurement. Certainly such systems have a 
vital role in operational integration, as demonstrat- 
ed by the case companies, but their role in gover- 
nance seems less clear-cut than the authors 
suggest. It is notable that the discussion of the 
PMS mechanisms in relation to the compliance 
section of the model is limited, perhaps because 
the link is more obscure. 

This report provides sound evidence relating to 
the role of PMS in the integration of global organ- 


ACCOUNTING AND BUSINESS RESEARCH 


isations. The authors are less successful in demon- 
strating the link between PMS and governance re- 
sponsibilities and it is therefore difficult to see the 


advantages of the Integrated Governance 
Scorecard over other similar tools. 
Oxford Brookes University : Laura F. Spira 
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Professor William Threipland Baxter 


Born 27 July 1906 in Grimsby 
Died 8 June 2006 in London 


Professor William Baxter made an out- 
standing contribution to the develop- 
ment of accounting as an academic 
discipline, both in teaching and in re- 
search, His contribution to research de- 
veloped during the period as professor 
of accounting at the London School of 
Economics (LSE) from 1947 to 1973, 
. but he continued to be active in publica- 
tion of his research thinking for the rest 
of his life. 

Driven by a strong interest in concepts 
of value, developed in debate with lead- 
ing economists of the time, he made 
many contributions on the subject of in- 
flation accounting, on the nature of de- 
preciation and on the role of opportunity 
cost. This work provided a substantial 
contribution to ideas on the introduction 
of financial reporting measurements 
consistent with the economic theory of 
decision making. He developed this line 
. of thought on the basis of 'deprival 
value’ (also known as ‘value to the busi- 
ness’) which he had encountered in the 
work of Bonbright. His writings on the 
theory and practice of depreciation 
brought together discounting ends 
and deprival value. 

His early years were spent in 
Edinburgh, where he combined studies 
for the BCom degree of Edinburgh University with 
an apprenticeship to the chartered accountancy 
firm of Scott Moncrieff, Thomson and Shiells. 
After qualifying in 1930 as a member of the 
Institute of Chartered Accountants of Scotland, he 
joined the Edinburgh firm of Graham, Smart and 
Annan. One of the partners, William Annan, also 
Occupied a part-time chair in accounting at the 
University of Edinburgh. Annan introduced Baxter 
to university lecturing and also encouraged him in 
obtaining a Commonwealth Fund Scholarship to 
study for two years in the United States at the 
Universities of Pennsylvania and Harvard. 

On returning to Edinburgh he lectured at the uni- 
versity, but also took time to continue his interest 





in researching business history and to establish 
contacts at the LSE. In 1937 Baxter was offered a 
Chair of Accounting at the University of Capetown, 
remaining there until 1947 when he returned to 
Britain to become the first full-time Professor of 
Accounting at the LSE. Beyond his considerable 
influence on the development of accounting edu- 
cation within LSE, Professor Baxter was a co- 
founder of the Association of University Teachers 
of Accounting (AUTA), later to become the British 
Accounting Association (BAA), and edited the 
AUTA Newsletter which developed into the 
British Accounting Review. With Professor Sidney 
Davidson of the University of Chicago he founded ` 
the Journal of Accounting Research in 1963. He 
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was honoured with a Lifetime Achievement Award 
of the BAA (2004) and induction into the 
American Accounting Hall of Fame (2005). 

Professor Baxter’s contribution to the account- 
ing discipline was celebrated at the LSE in a sym- 
posium held on 15 July 2006, where his immediate 
family was joined by his wider circle of colleagues, 
former students and friends. A collection of remi- 
niscences was presented to Mrs Leena Baxter. 
Speakers provided a review of his role in the his- 
tory of accounting at the LSE and an evaluation of 
the continuing significance of his work. Professor 
Sidney Davidson sent a video message, reminding 
the audience of the fruitful collaboration between 
Baxter and Davidson and underscoring the endur- 
ing friendship engendered in such work. 
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In 2005 the Institute of Chartered Accountants of 
Scotland published an interview with Professor 
Baxter. The interview transcript, accompanied 
by a biographical note from Professor Geoffrey 
Whittington and a list of Professor Baxter’s publi- 
cations, provides a useful starting point for those 
not already familiar with Professor Baxter’s work 
and an indication of the fruits of a long life, lived 
to the full. 
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The distribution of earnings relative to 
targets in the European Union 


Holger Daske, Günther Gebhardt and Stuart McLeay* 


Abstract— This paper provides evidence on the distribution of reported earnings relative to targets in the Member 
States of the European Union (EU). For a large sample of over 60,000 firm-years between 1986 and 2001, we find 
that more firms than expected (i) report small positive earnings, (11) report small positive earnings changes and (iii) 
have zero or small positive forecast errors. These discontinuities are much more pronounced in the EU compared 
to the US, and the distributions of reported earnings and earnings changes are characterised by lower dispersion and 
more clustering around zero, consistent with higher income smoothing in Europe. Across the EU, we find that the 
avoidance of a loss or an earnings decrease is more common in those Member States which do not have a long his- 
tory of accounting standard setting, and particularly in those which, until recently, were almost entirely law-based. 
The earnings distributions and earnings change distributions of UK firms resemble more those of their counterparts 
in the US, and differ from the rest of the EU, despite the various EU harmonisation efforts that have taken place. 


1. Introduction 

Empirical research in the US and in the UK has 
provided substantial evidence about systematic 
patterns in the distribution of earnings relative to 
specific targets, consistent with the view that man- 
agers seek to avoid reporting losses, to increase 
earnings relative to the last fiscal year and to meet 
or beat consensus analyst earnings forecasts 
(Burgstahler and Dichev, 1997; Degeorge et al., 
1999; Peasnell et al., 2001). 

The present study extends the existing evidence 
by investigating such “benchmark beating’ behav- 
iour in the European Union. The EU is particular- 
ly interesting as it is large enough as a whole to 
allow a direct comparison with the results of exist- 
ing US studies. Yet, despite its common political, 
economic and regulatory base, there is sufficient 
diversity in accounting regulations and institution- 
al settings across the Member States of the EU to 
permit the study of such differences which have 
persisted regardless of accounting harmonisation. 
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For a large sample of over 60,000 firm-year ob- 
servations for the fiscal years 1986 to 2001, we 
find that more EU firms than expected (1) report 
small positive earnings, (ii) report small positive 
earnings changes and (iii) have zero or small pos- 
itive forecast errors. These discontinuities around 
zero in the earnings and earnings changes distribu- 
tions are shown to be far more pronounced in our 
EU sample compared to prior US evidence. In ad- 
dition, the distributions of earnings and earnings 
changes are less spread and more clustered around 
zero. Across the EU Member States, we find that 
behaviour that leads to the avoidance of a loss or 
of a decrease in earnings varies considerably. Such 
benchmark beating is more common in 
Continental Europe, particularly in those Member 
States of the BU where the regulation of account- 
ing has been almost entirely law-based in the past 
(Austria, Germany and Italy). The distribution of 
earnings in the UK, on the other hand, resembles 
more the distribution of earnings in the US rather 
than the rest of the EU. An analysis of EU firms 
which have already adopted some form of ‘inter- 
nationally recognised' accounting standards shows 
that benchmark beating remains present even 
under the new reporting standards. 

This paper further contributes to the discussion 
on what determines earnings and earnings change 
discontinuities and whether they are associated 
with earnings management (e.g. Beaver et al., 
20032). Previous authors have analysed the (short- 
term) use of aggregate or specific discretionary ac- 
cruals around targets in order to meet certain 
earnings benchmarks (e.g. Dechow et al., 2003). 
Instead, we investigate the relationship between 
the (long-term) smoothing of income and the level 
of benchmark beating. We argue that firms which 
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smooth income over time should be able to in- 
crease their flexibility to react in periods in which 
pre-managed earnings fall below a specific target. 
Such firms should then have, ceteris paribus, a 
higher probability of reporting earnings above the 
target after exercising their accounting choice. We 
measure income smoothing by using three largely 
independent proxies, based on (1) the distribution- 
al properties of earnings and earnings changes, (11) 
the variability of earnings relative to sales and (iii) 
the correlation between accruals and cash flows 
from operations. As with benchmark beating, we 
find systematic differences in income smoothing 
behaviour within the EU. The results show that 
firms incorporated in Germany engage in income 
smoothing to the greatest extent, while firms that 
are domiciled in the UK exhibit among the lowest 
levels of income smoothing. When we combine 
our two approaches and test for the relation be- 
tween benchmark beating and income smoothing 
at the country level, we find that income smooth- 
ing is significantly related to reporting positive 
earnings, but we do not find a statistically signifi- 
cant relation to reporting an earnings increase nor 
to achieving the consensus forecast produced by 
analysts. 

The results of this study are important because 
they illustrate how diverse the distributional prop- 
erties of earnings have been under local GAAP in 
the EU — despite the various efforts to harmonise 
accounting. The persistence of systematic differ- 
ences amongst the Member States of the EU has 
been documented previously. However, the results 
reported in this paper reveal the considerable mag- 
nitude of the remaining differences. The graphical 
comparisons of earnings and earnings changes that 
are provided in the paper illustrate this result to 
both specialists and non-specialists. 

The remainder of the paper is organised as fol- 
lows: Section 2 reviews related research studies; 
Section 3 describes the sample and test method- 
ologies; Section 4 summarises the results and the 
conclusions are set out in Section 5. 


2. Earnings targets, managerial discretion 
and financial reporting in the EU 


2.1. Earnings targets in the EU under national 
accounting rules 

Accounting standards grant flexibility to firms in 
reporting their financial performance. Incentives 
for managers to exploit such discretion can stem 
from various contractual and valuation-based mo- 
tivations (see e.g. Dechow and Skinner, 2000). 
Such incentives can be expected to exist around 
specific earnings thresholds. Survey evidence sug- 
gests that managers are particularly concerned 
about meeting or beating several such accounting 
based benchmarks (Graham et al., 2005). Indeed, 
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managers often highlight in the annual report and 
at press conferences the simple fact that the firm 
has recorded a profit, and also the fact that the cur- 
rent result 1s better than last year's. News reports 
in the media often comment on whether a firm has 
earned a profit or loss, or whether it has increased 
or decreased its earnings relative to the previous 
period and also increasingly whether or not it has 
met or beaten analysts' expectations. Thus, it can 
be considered commonplace in the financial com- 
munity for preparers and users alike to reference a 
firm's reported performance against simple earn- 
ings thresholds.! 

Accordingly, the incentive to meet earnings tar- 
gets may arise from capital market expectations. In 
fact, research in the US has documented not only 
that a failure to meet or beat consensus analysts' 
earnings forecasts results in a decline in the re- 
porting firm's stock price (Kinney et al., 2002; 
Bartov et al., 2002), but also that the US equity 
market assigns a valuation premium to firms with 
a positively growing earnings trend (Barth et al., 
1999). Firms that break their pattern of increasing 
earnings suffer instead from abnormal negative 
stock returns (DeAngelo et al., 1996). It is also the 
case that targets based on financial statement in- 
formation play an important role in contracting. It 
is common, in fact, to find covenants based on ac- 
counting ratios in public or private debt contracts 
(e.g. Dichev and Skinner, 2002). Moreover, mana- 
gerial compensation packages that affect financial 
statement preparers directly are often linked to ac- 
counting-based performance measures and certain 
profit targets (e.g. Matsunaga and Park, 2001). 

Prior research has provided compelling empiri- 
cal evidence about the importance of earnings tar- 
gets, drawing on large samples mostly in the US 
(Hayn, 1995; Burgstahler and Dichev, 1997; 
Degeorge et al., 1999). Systematic patterns in em- 
pirical earnings-based distributions show unex- 
pectedly high frequencies of observations above 
the earnings targets and unexpectedly low fre- 
quencies of observations below the earnings tar- 
get. This literature has focused on three earnings 
targets, namely (1) reporting profits, or 'positive 
earnings', (2) reporting results that improve upon 
last year's performance, or 'positive earnings 
change’, and (3) meeting or beating consensus an- 
alysts' earnings forecasts, or 'positive earnings 
surprise'. 

Other evidence on benchmark beating is avail- 
able for the UK (Peasnell et al., 2000, 2001) and 
Australia (Holland and Ramsay 2003). In a com- 
parative international context, Leuz et al. (2003) 


! Transaction cost theory and prospect theory have been of- 
fered as potential explanations for why market participants 
and institutions seem to rely on simple earnings benchmarks 
(see Burgstahler and Dichev, 1997:121--124 and Degeorge 
et al., 1999:5—15). 
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utilise the ratio of small positive to small negative 
earnings as one of their proxies for earnings man- 
agement across 31 countries around the world. 
Their focus, however, is more on detecting institu- 
tional factors that explain earnings management 
than on a closer comparative examination of the 
benchmark beating phenomenon. Brown and 
Higgins (2001) analyse earnings surprises for 12 
countries outside the US, but cover only the largest 
seven EU Member States. 

International evidence is important not only be- 
cause it can add to the general understanding of the 
benchmark beating phenomenon, but also as it 
documents the occurrence of the phenomenon 
under alternative accounting regimes and institu- 
tional settings. The European Union seems partic- 
ularly suitable for such an international analysis. 
On the one hand, the EU is large enough to draw 
comparisons with prior US evidence as sample 
sizes are similar. At the same time, as accounting 
harmonisation has placed far greater emphasis 
until recently on a common obligation towards ac- 
countability rather than the direct comparability of 
financial statements, the different accounting tra- 
ditions in Europe continue to show strong persist- 
ence of their national traits. In this respect, the 
comparative accounting literature (e.g. Nobes and 
Parker, 2006) has broadly distinguished between 
the so-called ‘British’ model based on US-style 
standard-setting (i.e. in the UK, Ireland and the 
Netherlands) and the alternative ‘Continental 
European’ model, with the latter further separated 
into regimes that have their origins either in the 
French approach to planned uniformity (Belgium, 
France, Greece, Portugal and Spain) or in the 
German approach to detailed regulation under the 
law (Austria, Germany and Italy), together with a 
mixed Scandinavian model where earlier attempts 
at regional harmonisation add to the cohesion 
within this grouping (Denmark, Finland and 
Sweden). With regard to the Member States them- 
selves, the UK and Germany are usually presented 
as the de facto opposing boundaries of financial re- 
porting in the EU (e.g. Joos and Lang, 1994). 

Often, these groupings based upon accounting 
Origins and traditions are also deemed to share 
similar institutional features, which affect report- 
ing incentives and constraints. Such institutional 
factors that remain particularly heterogeneous 
across the EU Member States include legal sys- 
tems that apply law in different forms (such as 
statutory instruments or ministerial orders, which 
are codified in some jurisdictions and not in oth- 
ers), enforcement agencies that represent public or 
private interests, a linkage of tax accounting and 
financial accounting, ownership structures that 
range from widely held share holdings to block 
holdings, as well as the relative importance of eq- 
uity trading and the differing traditions that appear 


139 


to persist in the financial sector with regard to cor- 
porate debt financing. Other studies have exploit- 
ed this unique EU setting in comparative 
accounting research for similar reasons (e.g. 
Burgstahler et al., 2006). 

The extent of benchmark beating across the EU 
Member States will depend on both the relative in- 
centives to achieve the various earnings bench- 
marks as well as the opportunities and constraints 
surrounding accounting choice and reporting flex- 
ibility under the accounting regimes in place. The 
way in which corporate ownership is structured 
and the nature of information asymmetries be- 
tween contracting parties will each affect the 
firm’s reporting incentives. In outsider systems 
such as the US, the UK and the Netherlands, wider 
ownership is more likely and thus investors will 
have restricted access to privileged information. In 
these circumstances, high quality reported infor- 
mation is crucial for investors in order to monitor 
firms. In contrast, corporate governance in insider 
systems is characterised by privileged access to 
new information in view of the concentration of 
ownership and greater reliance on relationship 
banking, with information asymmetries being re- 
solved more readily by private information chan- 
nels rather than by public disclosure. This reduces 
the demand for public information relative to the 
outsider system (Ball et al., 2000) and increases 
the scope for earnings management, which has 
been shown to be more acute in insider financial 
systems (Leuz et al., 2003). Accordingly, to the ex- 
tent that the discontinuities in earnings levels, 
changes and surprises capture earnings manage- 
ment, we expect such activities to be higher in 
France, Germany and similar jurisdictions which 
tend towards the ‘insider’ system than in the UK, 
the Netherlands and Ireland which have more of 
the characteristics of the ‘outsider’ system, with 
the Scandinavian countries somewhere in the mid- 
dle. , 


2.2. Earnings targets, managerial discretion and 
income smoothing 

Following the suggestion by Hayn (1995:132) 
that the discontinuity in the distribution of earn- 
ings is associated with the discretionary manipula- 
tion of earnings through creative accounting, the 
ratio of small profits to small losses has been es- 
tablished as a standard approach to test for earn- 
ings management (e.g. Healy and Wahlen, 
1999:379). It has been pointed out in a number of 
subsequent studies, however, that discontinuities 
alone are not sufficient to prove earnings manage- 
ment and, as a result, the exercise of discretionary 
accruals has been investigated (Dechow et al., 
2003). These studies either utilise discretionary ac- 
cruals models that try to capture the full effect of 
accruals management or, alternatively, analyse 
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specific types of accruals that are expected to be 
particularly suited to earnings management 
While the former generally are unable to confirm 
an increase in discretionary accruals around tar- 
gets, the latter commonly conclude that the asym- 
metric pattern of accruals is in fact attributable to 
earnings management. In addition, alternative in- 
terpretations have been offered based on non-dis- 
cretionary earnings components (Beaver et al., 
20032) or on the statistical properties of scaled 
variables (Durtschi and Easton, 2005). 

We would argue that such approaches to the de- 
tection of earnings management around targets 
may not be implemented readily in this multi- 
country study. First, the power and accuracy of 
discretionary accruals models have not been tested 
for European accounting regimes except for the 
UK (see Young, 1999). Second, the strict applica- 
tion of a discretionary accruals model in the small- 
er EU Member States is not possible due to data 
limitations, and would have little merit as model 
performance has been modest even with large 
samples (e.g. McNichols, 2000). Therefore, we 
focus instead on two alternative indicators: the dis- 
tribution of cash flows from operations, and the 
smoothing of income. 

Cash flows from operations are attributable to 
the financial transactions that arise from the eco- 
nomic activities of firms, and are generally not 
subject to managerial accounting discretion. 
Whilst a cash flow analysis allows us to test there- 
fore whether or not observed discontinuities in 
earnings are related to economic performance or 
are due to the accruals process, it does not allow us 
to distinguish between the nondiscretionary and 
discretionary components of accruals. The analy- 
sis of income smoothing could provide a suitable 
means of detecting managerial discretion in this 
respect, Income smoothing is a device through 
which managers 'save' accrued earnings for future 
reporting periods by means of discretionary ac- 
counting choices that are exercised when the per- 
formance for a given period is particularly good. A 
firm that falis slightly below the target level in pre- 
managed earnings in a subsequent period can use 
such 'saved' accruals to achieve its earnings target, 
again by exercising a discretionary accounting 
choice. Ceteris paribus, smoothing firms should 
have a higher probability of achieving earnings 
targets than other firms which prefer to show the 


? See Pope et al. (2002) and Dechow et al. (2003), both of 
whom include both cross-sectional and time-series approach- 
es, as well as total accruals and working capital versions of the 
discretionary accruals model, See Beatty et al. (2002), 
Moehrle (2002) and Marquardt and Wiedmann (2004) for in- 
dividual accruals analyses. These include, for example, dis- 
cretionary reserves or loan loss provisions in the banking 
industry. 

? See e.g. Gebhardt (2000) or Wagenhofer (2005) for insti- 
tutional details of this process. 
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best results possible in a given reporting period 
and therefore have no upside accruals potential left 
from prior periods. This reasoning is similar to that 
of Beaver et al. (2003b) who use the distribution of 
earnings not only for an analysis around the target 
area, but also exploit information in the upper and 
lower tails of the distribution in order to analyse 
income smoothing. More specifically, they show 
that loss reserve accruals in the insurance industry 
are used not only to report profits, but also to 
smooth income. To the extent that the discontinu- 
ities are really caused by earnings management, 
we would expect to find a positive relationship be- 
tween the level of smoothing and the level of 
benchmark beating across the Member States of 
the EU. 


2.3. Earnings targets in the EU under IAS/IFRS 
or US-GAAP 

Given the unsuccessful attempts to further im- 
prove on the basic reporting requirements set forth 
in the Fourth and Seventh Directives and the fail- 
ure of the EU strategy of securing from the US the 
mutual recognition of locally promulgated finan- 
cial reporting standards, the European 
Commission implemented a new strategy in 1995 
that acknowledges and supports the standards is- 
sued by the International Accounting Standards 
Committee (EU COM (95) 508 1995). This policy 
finally led, in July 2002, to Regulation (EC) No. 
1606/2002 that requires all publicly traded compa- 
nies in the European Union to adopt the 
International Financial Reporting Standards 
(IFRS) issued by the renamed International 
Accounting Standards Board from 2005 onwards. 

The process leading towards the adoption of in- 
ternationally recognised standards, however, start- 
ed well before the EU Regulations were issued and 
was initiated by multinational corporations that 
wished to attract foreign capital or to widen their 
shareholder base through international equity trad- 
ing. In 1993, Daimler-Benz reconciled its accounts 
to US-GAAP after seeking a listing on the New 
York Stock Exchange. After Daimler-Benz had 
broken the ice, more and more European compa- 
nies started to report voluntarily according to IAS 
or US-GA AP. In addition, when the New Market 
was launched in Frankfurt in March 1997, this 
stock market segment was aimed at innovative and 
fast-growing industries in Europe, and its listing 
regulations explicitly required financial statements 
to be prepared in accordance with IAS or US- 
GAAP. Altogether, these developments have led to 
the adoption of IAS/IFRS or US-GAAP by a sig- 
nificant number of listed companies in the EU well 
before the fiscal year 2005.3 

Despite these developments, however, at the 
time of writing, the jury is still out on the desir- 
ability of such a significant switch of accounting 
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regimes (see e.g. Schipper, 2000; Ball et al., 2003). 
As the aim of the European Commission is to ulti- 
mately increase the comparability and quality of 
financial statements in the EU, the interesting 
question then is whether the existing differences in 
financial reporting across the EU Member States 
are due to the remaining differences between local 
accounting standards and practices or, at least par- 
tially, to the remaining institutional differences 
that influence the reporting process. We utilise the 
context of earnings targets to shed some early light 
on this issue. To the extent that benchmark beating 
is related to earnings management, and as we ex- 
pect ‘internationally recognised’ accounting stan- 
dards to reduce earnings management due to 
tighter measurement rules, less accounting choice 
and more transparency, we would predict less 
benchmark beating under international accounting 
standards than under local GAAP. 


3. Research design 


3.1. Data and definition of variables 

This research uses financial statement informa- 
tion published by listed companies incorporated in 
the following EU Member States: Austria, 
Belgium, Denmark, Finland, France, Germany, 
Greece, Ireland, Italy, the Netherlands, Portugal, 
Spain, Sweden and the UK. We excluded 
Luxemburg, which is by far the smallest EU 
Member State and for which there is insufficient 
data, as well as the 10 new EU Member States, 
whose accession in May 2004 post-dates the re- 
search period. We use data for a sample of US 
firms which serve as the natural benchmark 
against which to contrast our results for the EU. 
Annual financial statement data are obtained from 
Worldscope and analysts’ forecast data from 
I/B/E/S as of March 2003. The research covers the 
years from 1986 to 2001, a period of 16 years that 
stretches across a range of different economic cy- 
cles, starting after the full implementation of the 
Fourth and Seventh Directives in all Member 
States and ending before the announcement of the 
EU policy changes that embrace IFRS. 

The results reported in this paper with respect to 
the earnings variable (E) are based on net income 
after extraordinary items (WS #1651). This is con- 
sistent with Burgstahler and Dichev (1997), but 
contrasts with certain other studies that examine 
earnings before extraordinary items (Degeorge et 
al., 1999; Pope et al., 2002). Similarly, we use 
change in net income (WS #1651, — WS #1651,_,) 
for the earnings change variable (AE). The net in- 
come figure has the advantage of being a reported 
figure that is taken directly from the financial 
statements, whereas other accounting numbers, in- 
cluding extraordinary items, are adjusted by 
Worldscope in order to make their international ac- 
counting data more comparable for practical appli- 
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cation in investment analysis. Accordingly, such 
data items can be said to be stated in accordance 
with 'Worldscope-GAAP' as opposed to 'Local- 
GAAP' ^ For our forecast error variable (FE), we 
utilise the most recent consensus annual earnings 
per share forecast available before the announce- 
ment month and the corresponding actual earnings 
per share figure, both taken from I/B/E/S in order 
to ensure consistency? The forecast error is de- 
fined as actual earnings per share (‘FY-0 Actual 
EPS’) minus the mean earnings per share forecast 
(‘Mean Estimate’). 

We deflate all variables since we pool data 
across time and firms. In order to check the sensi- 
tivity of our results to the usage of alternative de- 
flators, we use opening total assets (TA; WS 
#2999), opening fiscal year’s market value of eq- 
uity (MV; WS ‘YrEndMarketCap’) and previous 
year’s sales (SA; WS #1001) as alternative defla- 
tors for earnings and earnings changes. Except 
with regard to the sensitivity analyses, all other re- 
sults are reported on the basis of sales as the pri- 
mary choice of deflator, as total assets can be 
affected by the Worldscope adjustments and mar- 
ket value of equity is subject to non-accounting ef- 
fects. Forecast errors available in I/B/E/S on a per 
share basis are scaled in line with prior research, 
either by opening price per share (I/B/E/S ‘Price’), 
total assets per share (WS #2999 / I/B/E/S ‘Shares 
Outstanding’) or actual earnings per share (I/B/E/S 
'FY-0 Actual EPS’). All variables are truncated, by 
the top and bottom 1% of the distribution within 
each country subsample. 

When comparing results across various report- 
ing regimes, we first contrast the pooled EU sam- 
ple with the pooled US sample. Next, we divide 
the EU sample into the various subgroups men- 
tioned earlier. We start by comparing companies 
that are domiciled in the UK, Ireland and the 
Netherlands with their counterparts in the rest of 
the EU. We then further divide the latter grouping 
into three stylised sub-groups on the basis of their 
accounting tradition, i.e. those influenced by the 
kind of national accounting plan that was a long- 
standing feature of uniform accounting in France, 
or those where accounting developed in a strictly 
legal context, as in the case of Germany, and the 


4 See Thomson Financial (2002), Worldscope Glossary. This 
adjustment issue also applies to other large data-bases and 
stems from the perceived necessity to provide a universal 
schema for all firms. In addition, the definitions of special 
and/or extraordinary items not only differ among EU Member 
States, but have also changed in some countries during our 
sample period, see e.g. Pope et al. (2002) for the UK. 

> See Thomson Financial (2003), I/B/E/S Glossary. Note 
that the definition of forecasted earnings (and thus also of ac- 
tual earnings) by //B/E/S can differ across EU Member States. 
Similar to prior research in this area (e.g. Pope et al., 2002), 
we require a minimum number of three analysts following a 
firm to be included in our analysis. 
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group of Scandinavian countries that share a histo- 
ry of harmonisation that pre-dates the European 
Community. Although there is no common agree- 
ment on a scheme to cluster countries in the exist- 
ing comparative accounting literature (e.g. Nobes 
and Parker, 2006; D’Arcy, 2001), it should be 
noted that the Nobes (1998) scheme that assigns 
countries into groupings based on their national 
accounting origins gives a similar classification 
for the EU, i.e. 


Defining Accounting Member States 
characteristic origin of the EU 
Accounting ` British Ireland, 
standards Netherlands, 
the UK 
Uniform French Belgium, France, 
accounting Greece, Portugal, 
plan Spain 
Legal basis German Austria, Germany, 
Italy 
Regional Scandinavian Denmark, 
harmonisation Finland, Sweden. 


Since we analyse differences across common ac- 
counting origin clusters, those firms in the EU that 
report their consolidated results under IAS/IFRS 
or US-GAAP are excluded from these groupings 
and form the separate subsamples of IAS/IFRS 
and US-GAAP reporters. Starting with the coding 
of accounting standards in Worldscope 
(‘AcctgStandardsFollowed’), firms have been as- 
signed to this group when their status is confirmed 
by examining accounting policy disclosures in an- 
nual reports that are available on Thomson 
Research. The large majority of EU firms that have 
adopted IAS/IFRS during our sample period are 
based in Germany and similarly legalistic jurisdic- 
tions (6596 of total firm-year observations), fol- 
lowed by France and other accounting plan 
regimes (18%) and Scandinavia (10%). Only 7% 
of IAS/IFRS observations are attributable to firms 
domiciled in the Netherlands and none in Ireland 
or the UK. For the full US-GAAP adopters, 50% 
of firm-year observations come from Germany 
alone, followed by France (1990) and the 
Netherlands (18%). The remaining 13% are spread 
across other EU Member States.® 

Further, in order to control for potentially inter- 
fering differences in firm characteristics across our 
three most important subgroups, we match compa- 
nies from the US, the British and the other EU ac- 
counting origin clusters according to industry 
(SIC-code), size (average sales) and age (based on 
the length of the time series of variables in the 
database). For this purpose, we are able to detect 
1,381 companies in each group which we consider 
to be similar enough according to the three speci- 
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fied criteria. 

Finally, we break up the total EU sample into the 
14 EU Member States in order to report the indi- 
vidual results for each of the countries we have in 
our sample. 


3.2. Methodology 


3.2.1. Detecting discontinuities around targets 

The following approach is used in order to test 
the hypothesis predicting discontinuities in the dis- 
tribution of the earnings variables. First, the count 
density is calculated for standardised intervals of 
the univariate frequency distributions of (scaled) 
E, AE and FE. Focussing on the areas around the 
target, any discontinuities in the distributions are 
noted through visual inspection of the relevant his- 
togram. For the choice of class width for each of 
the variables we rely on the suggestion in standard 
statistics textbooks which calls for a bin width of 
2(IQR)n-! where IQR is the interquartile range of 
the variable and n is the number of observations 
(see Venables and Ripley, 2002:112). The class 
width calculated according to this rule is rounded 
to the next sensible even number and the resultant 
bin size is compared to those applied in other stud- 
ies in the field. 

The BD test statistics developed by Burgstahler 
and Dichev (1997) are computed in order to exam- 
ine the statistical significance of any discontinu- 
ities around the target area. Since the standardised 
difference of the BD statistic increases approxi- 
mately linearly with the square root of sample size 
(see Burgstahler and Eames, 2003), in sensitivity 
tests an adjustment is also made for differing sam- 
ple sizes among subgroups when comparing the 
relative magnitude of these test statistics. That is to 
say, for each country i, the test statistics are weight- 
ed by an adjustment factor of sqrt(n,)/sqrt(n,,..) 
relative to the base country, the UK, which has the 
largest sub-sample amongst all EU Member 
States. 


3.2 2. Detecting reporting strategies to achieve 
targets 

In order to analyse the exercise of managerial 
discretion around certain earnings targets, the dis- 
tribution of earnings is compared to the distribu- 
tion of (scaled) cash flow from operations (CFO). 


$ Note that we classify in our ‘international’ reporting cate- 
gories only EU firms which have fully adopted IAS/IFRS or 
US-GAAP. For example, UK firms which are listed in the US 
and report reconciliations from UK- to US-GAAP are not clas- 
sified as full US-GAAP firms, but as UK-GAAP firms based 
on their primary reporting regime. 

7 The optimal bin size according to this rule led to differing 
outcomes for each country mainly because of uneven sample 
sizes across the countries. Our choice of a common bin size 
applied to each country in equal measure can be considered a 
best compromise. Our results are robust to the application of 
other reasonable bin size choices. 
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Due to a lack of comparable data in cash flow 
statements in Europe during the sample period, we 
use the balance sheet approach in order to approx- 
imate total accruals and CFO per year t. Accruals 
are calculated following the method in Dechow 
(1994), but adjusted appropriately for changes in 
provisions for risks and charges in the European 
context:? 


TACC, = (ACA, — ACASH,) — (ACL, — (1) 
ASTD, — ATP) - DEP, — 
APROVISIONS,, 

where 

TACC — total accruals, 

ACA = change in current assets 
(A WS #2201), 

ACASH = change in cash and cash 
equivalents (A WS #2001), 

ACL = change in current liabilities 
(A WS #3101), 

ASTD = change in short-term debt 
included in current liabili- 
ties (A WS #3051), 

ATP = change in tax payable, if 
available (A WS #3063), 

DEP = depreciation, depletion 
& amortisation expense 
CWS #1151), 

APROVISIONS = change in provisions 
for risks & charges 
(A WS #3260) 

t = fiscal year. 

Cash flow from operations is then determined as: 

CFO, = E, - TACC,, (2) 

where 

CFO = cash flow from operations, 

E = net income (WS #1651), 

TACC = total accruals from equation (1), 

t = fiscal year. 


Three different approaches are used here to infer 
income smoothing. The first of these, employed in 
most studies on comparative income smoothing 
(see e.g. Langendijk and van Praag, 1996), classi- 


8 Changes in provisions for risks and charges are a vital part 
of the accruals process in accounting regimes which provide 
more flexibility for such provisions, particularly in the 
Continental European countries. They can make up large parts 
of total accruals and have been identified as a key aspect of 
earnings management, see e.g. Choi et al. (2002):76-77. 
However, other comparative studies (e.g. Leuz et al., 2003) 
tend to disregard this accruals component when simply apply- 
ing the standard formula from Dechow (1994), 

? See Albrecht and Richardson (1990); Ashari et al., (1994); 
Langendijk and van Praag (1996). 

10 See e.g. Leuz et al. (2003) and Burgstahler et al. (2006). In 
order to ensure consistency with these prior studies, we report 
our results based on total assets as deflator for this measure. 
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fies companies into two groups — smoothers and 
non-smoothers — on the basis of an index compar- 
ing the variability of sales (which measures the 
underlying degree of smoothness in a firm's activ- 
ities) to the variability of reported income over 
time. À firm is classified as an income smoother 
according to the modified Eckel Index (see Eckel, 
1981; Albrecht and Richardson, 1990), if: 


CV(AE,) < CV(ASALES;) (3) 
where 

CV(x) = coefficient of variation (x) = Std(x)/ 
Mean(x), 

AE = annual change in net income (A 
WS #1651), 

ASALES = annual change in sales/net revenues 
(A WS #1001), 

i — number of successive reporting 
periods. 


Based on the classification of the modified Eckel 
Index, the percentages of smoothers are compared 
across samples. This analysis requires that data 
are available for at least three consecutive periods. 

The second proxy used in more recent research 
on comparative income smoothing is the contem- 
poraneous correlation of the change in CFO with 
the change in total accruals (e.g. Leuz et al., 2003): 


p(ATACC, ACFO) (4) 
where 
ATACC = change in total accruals as calcu- 
lated in equation (1), 
ACFO = change in cash flow from opera- 


tions as calculated in equation (2). 


The underlying idea is that managers are able to 
use their discretion to counteract the real econom- 
ic shocks to a firm's operating cash flows by ad- 
justing accruals in the opposite direction. 
Accordingly, the higher is the negative correlation . 
between changes in cash flows and changes in ac- 
cruals, the greater is the presumed income smooth- 
ing activity. 

Finally, we propose a third proxy based on the 
information content in the overall distribution of 
earnings and earnings changes by comparing the 
spread of these variables. Lang et al. (2003) ex- 
ploit information in the distribution of earnings, 
but focus on the skewness of the distribution. 
Instead, we argue that if smoothing exists to a larg- 
er extent in one subgroup than another, the overall 
distributions of both earnings and earnings changes 
should, ceteris paribus, be less spread around their 
means. This can be demonstrated graphically by 
plotting two frequency distributions side by side 
on the same axes, and the interquartile range (IQR) 
provides a suitable descriptive statistic that sum- 
marises the spread information, as follows: 
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IQR(E; AE) = Q; — Q, (5) 
where 
IQR(x) = interquartile range of variable x, 
E = net income (WS #1651), scaled by 
previous year’s sales (WS #1001) 
AE = change in net income (AWS 
#1651), scaled by previous year’s 
sales (WS #1001) 
Q; = quartile 1 of the distribution of 
variable x. 


Higher values of the IQR indicate earnings that 
are more spread and thus a lower level of income 
smoothing may be inferred. 

In a similar spirit to Leuz et al. (2003) and 
Burgstahler et al. (2006), we recognise that none 
of the proxies reported here provide an absolute 
measure of income smoothing. Since we are inter- 
ested in the relationship between income smooth- 
ing and benchmark beating, ranks are assigned to 
each proxy over the 14 EU Member States. The 
index is constructed such that (1) higher values of 
the Eckel Index, (11) higher negative correlation 
between changes in accruals and cash flows and 
(iii) lower values of the interquartile range of (a) 
the earnings distribution and (b) the earnings 
change distribution indicate greater income 
smoothing. In order to reduce measurement error, 
the individual smoothing rankings are combined 
into an aggregate smoothing index. This index is 
computed for each subsample by averaging the 
ranks across all four individual smoothing scores. 

Similarly, for each of the earnings benchmarks 
(i.e. reporting positive earnings, increasing earn- 
ings and achieving analysts’ consensus forecasts), 
the rank is computed across the 14 Member States 
of the EU. Higher values of each of the relevant in- 
dicators (i.e. the ratio of small profits to small loss- 
es, the ratio of small earnings increases to small 
earnings decreases and the ratio of small positive 
to small negative forecast errors) suggest that there 
is more benchmark beating activity. Given that the 
relative ranking across countries for each earnings 
target may depend on the deflator used, an overall 
score is calculated by averaging the ranks across 
the results using each of the three deflators. 

Finally, in order to assess the relationship be- 
tween benchmark beating and income smoothing, 
the Spearman rank correlation is reported together 
with the coefficients of an OLS-regression analy- 
sis that fits at the country level each benchmark 
beating rank to the income smoothing index. 


4. Results 

4.1. Earnings targets in the EU under local GAAP 
Descriptive statistics are displayed in Table 1 for 

earnings, in Table 2 for earnings changes and in 

Table 3 for forecast errors. The earnings and earn- 
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ings change variables are scaled by opening total 
assets (TÀ), market value of equity (MV) and sales 
(SA). Forecast errors are scaled by opening price 
(P), total assets (TA) or absolute value of actual 
earnings (ACTI). The descriptive statistics and the 
results are presented first for the two major eco- 
nomic blocs — the US and the EU — and for each 
accounting regime within the EU (Panel A), and 
then for matched samples (Panel B) and finally for 
each individual EU Member State (Panel C). 

The number of available EU firm-year observa- 
tions in each subsample depends on the deflator 
used. Overall, the number of firm-year earnings 
Observations in Table 1 totals 64,397 when deflat- 
ed by total assets (E/TA), 54,986 when deflated by 
market value (E/MV) and 61,806 when deflated by 
sales (E/SA). This compares with the correspon- 
ding US subsamples of 81,487 (E/TA), 72,886 
(E/MV) and 79,982 (E/SA) firm-year observa- 
tions, similar in magnitude to the sample sizes in 
US studies in this field. For the earnings changes 
reported in Table 2, firm-year observations for the 
pooled EU sample drop slightly to 64,343 
(AE/TA), 54,969 (AE/MV) and 62,943 (AE/SA), 
whilst the forecast error observations in Table 3 
drop more severely to 26,663 (FE/P), 23,025 
(FE/TA) and 27,630 (FEJACTI). 

When we break up the total EU sample, the sub- 
sample that comprises the UK, Ireland and the 
Netherlands is clearly the largest in size (<25,981), 
generally followed by the plan-based French-ori- 
gin grouping (<16,433) and the law-based 
German-origin grouping (<13,337), with the 
mixed Scandinavian grouping providing the low- 
est number of observations (37,286). Since only a 
limited number of EU firms have started to adopt 
IAS/IFRS or US-GAAP, and mainly in recent 
years, these subsamples are still small in size, i.e. 
«801 using IAS/IFRS and <559 using US-GAAP. 

For the matched samples in Panel B, the number 
of observations in each grouping is equal since we 
only use matched firms where firm-year observa- 
tions are available for the same fiscal year end. 
Given the much smaller size of the matched sam- 
ples relative to the corresponding total samples, 
there is a trade-off between controlling for firm- 
characteristics across samples and losing a sub- 
stantial number of observations, which should be 
borne in mind when interpreting the results. 

With regard to the individual country statistics 
for each of the 14 EU Member States reported in 
Panel C, it is evident that there are substantial dif- 
ferences in the numbers of observations in each 
country, which depend on such factors as the size 
of the economy, the number of listed firms and 
database coverage. 


4.1.1. The ‘positive earnings’ target 
Figure 1 shows the frequency distributions of re- 
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Figure 1 
Scaled earnings in the EU 
Panel A: Earnings scaled by total assets (n=64 397) 
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Panel B: Earnings scaled by market value of equity (n=54,986) 
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Panel C: Earnings scaled by sales (n=61,806) 
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ported net income for the total EU sample, pooled 
across firms and time, and scaled by total assets 
(Panel A), market value of equity (Panel B) or 
sales (Panel C). The shape of each distribution to 
the left of zero (negative earnings) appears very 
different from its counterpart to the right of zero 
(positive earnings). More specifically, all three dis- 
tributions show not only a distinct discontinuity 
around zero, but a substantial ‘jump’ just above 
zero. These discontinuities are far more pro- 
nounced than the 'kink' that has been documented 
in the scaled earnings distributions of prior studies 
using US data (see e.g. Burgstahler and Dichev, 
1997:109). A comparison between the three fre- 
quency distributions also shows that the magni- 
tude of the discontinuities as well as the functional 
form of the overall distribution depends much on 
the deflator used to scale earnings. The discontinu- 
ities appear to be particularly acute when earnings 
are scaled by total assets, but less severe when 
scaled by the market value of equity (although still 
larger than in the US). 

The general visual impression from the frequen- 
Cy distribution histograms is supported by the ratio 
of small profits to small losses that is given in 
Table 4, Panel A. This ratio ranges from 2.68 to 
4.43 for the total EU sample depending on the de- 
flator used, which indicates that about three times 
as many small profits as small losses were report- 
ed in the EU over the sample period. When tested 
for statistical significance, the frequency of the 
class immediately left of zero (-0.005 : 0] is sig- 
nificantly lower than expected and the frequency 
in the class immediately to the right of zero [0 : 
0.005) is significantly higher than expected had 
the distribution been smooth. The BD test statistics 
are highly significant at the 1% level with values 
of —34.0, 212.4 and —19.4 for the class immediate- 
ly below zero and of 28.5, 10.3 and 13.6 for the 
class immediately above zero, depending on the 
deflator, i.e. TA, MV and SA respectively. The ra- 
tios of small profits to small losses for the US- 
sample are in the range of only 1.93 to 2.77; 
furthermore, the magnitude of the BD test statis- 
tics is much smaller for the US. To the extent that 
such discontinuities capture earnings management, 
this suggests that such practices occur to a greater 
extent in the EU than in the US. 

When we separate out the British accounting 
origin sample, which is also shown in Panel A of 
Table 4, we find that the magnitude of the discon- 
tinuity for the other accounting regimes in the EU 
are typically larger than for the British grouping 
alone (range 2.09 to 2.78), the latter being more 
comparable in magnitude to the US (range 1.93 to 
2.77). The same is true for the BD test statistics 
and holds for alternative deflators. 

Looking at the matched US, British accounting 
origin and Other EU samples in Panel B, and thus 
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attempting to control for the effects of potentially 
different sample firm characteristics, companies in 
the British accounting origin sample appear to 
practice even less benchmark beating than their 
matched US counterparts. Still, the ratios of small 
profits to small losses as well as the BD test statis- 
tics appear to be highest for the rest of the EU. 

Figure 2 illustrates our findings graphically for 
earnings deflated by sales. The overall distribution 
of earnings of firms operating under an accounting 
regime of British origin (in Panel A2) tends gener- 
ally to be more comparable to the distribution of 
earnings of US firms (in Panel A1) rather than that 
of their counterparts reporting under any other 
local accounting regime elsewhere in the EU (in 
Panel A3) — despite the various efforts towards ac- 
counting harmonisation in Europe. This result 
holds also for the matched firm samples in Figure 
2, Panels B1 to B3. 

It can also be seen in Panel A of Table 4 that 
firms from the law-based regimes of German ori- 
gin show the greatest magnitude of discontinuity 
around the positive earnings target as measured 
both by the ratio of small profits to small losses 
and by the BD test statistics. The results for the in- 
dividual EU Member States are reported in Panel 
C of Table 4, where it can be seen that achieving 
reportable profits proves to be generally an impor- 
tant target for EU companies as the ratio of small 
profits to small losses 1s always above one (for all 
countries and all deflators) and the BD test statis- 
tics are mostly highly significant. Firms in Austria, 
Germany and Italy record relatively high profit- 
loss ratios (3.00, 3.71 and 4.62 for the sales defla- 
tor), and the same can be said for the respective 
BD test statistics, whereas the ratios for Ireland 
and the UK are amongst the smallest (2.50 and 
2.46). The results for alternative deflators are very 
comparable. Also, when the BD test statistics are 
adjusted for the different sizes of the samples, the 
results for the UK and Ireland (not reported in the 
Table) are the lowest in Europe, and in the Irish 
case the BD test statistics are even insignificant. 

A notable exception in the context of the stan- 
dard classification scheme that we have used to 
group the Member States is the Netherlands, 
which has been included with the UK and Ireland 
in the British origin group of countries with a his- 
tory of standard setting that started in the audit 
profession. However, the Netherlands has a partic- 
ularly high ratio of small profits to small losses 
(8.27 for the sales deflator). To sum up, the analy- 
sis of individual Member States generally shows 
benchmark beating to be dissimilar across ac- 
counting regimes, particularly when polarising the 
strictly law-based regimes on the one hand and the 
delegated approach to standard setting on the 
other. 

Our findings in this section are summarised by 
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Figure 3 
British and German accounting regimes compared 


Panel A: Earnings scaled by sales 
(n=24,703 for British origin, n=12,922 for German origin) 
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Panel B: Earnings changes scaled by sales 
(n=25 ,229 for British origin, n=13,091 for German origin) 
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Figure 3, Panel A in which we plot together the 
earnings distributions of the two boundary 
regimes, with the darkly shaded histogram pre- 
senting the earnings distribution for the British and 
the lightly shaded histogram that of the German 
accounting origin regimes. The figures illustrate 
not only that the discontinuities in the distributions 
are much larger for firms in the German origin ju- 
risdictions, but also that the distribution of earn- 
ings is more spread for those of British origin. The 
distribution of earnings under the German regime 
tends not only to be more clustered around the 
mean, but average earnings also tend to be lower. 
The impression gained from the graphs is consis- 
tent with the means, medians and standard devia- 
tions of the scaled earnings variables reported in 
Table 1, Panel A. 

The different distributions could be caused by 
different profit generating processes and econom- 
ic performance across the countries studied. 
However, they would also be consistent with the 
existence of dissimilar approaches to accounting 
choice within the EU. German origin companies 
seem to strive to avoid losses and to show small 
profits. In these countries, there is a stronger link 
between financial accounting and tax accounting 
providing a possible explanation for the observed 
phenomenon (see Hoogendoorn, 1996). By defer- 
ring gains companies can reduce the present value 
of tax payments and escape future losses which 
imply that the benefits of the tax deductibility of 
expenses cannot be used immediately or fully as 
the tax rules often restrict loss carry forwards. 

In addition, dividend distributions are de jure 
and de facto linked to the profits reported in the fi- 
nancial statements in these countries (see Pellens 
et al., 2003 for a survey of German companies). 
Companies that want to follow a stable dividend 
pay out strategy have an incentive to 'store' profits 
for future periods for which reported earnings 
would not allow the continuation of the desired 
dividend payout policy. On the other hand, compa- 
nies that want to restrict dividends have an incen- 
tive to reduce and to delay profit recognition as 
company law requires a minimum pay out of 50 
percent of the profit of the year." 


4.1.2. The ‘positive earnings change’ target 
Figure 4 plots the distributions of changes in re- 
ported net income for the total EU sample, scaled 
by total assets in Panel A, by market value of eq- 
uity in Panel B and by sales in Panel C. AII three 
distributions peak in the small positive earnings 
changes class slightly above the last year earnings 
benchmark [0 : 0.005) whereas the percentage of 


ll For higher retentions the management of a German 
Aktiengesellschaft (company limited by shares) needs the ap- 
proval of the shareholders’ meeting. See §58 Aktiengesetz (law 
on companies limited by shares). 
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observations in the class slightly below the previ- 
ous year’s earnings is much lower. This contrasts 
with prior evidence from the US (e.g. Burgstahler 
and Dichev, 1997:105) and the UK (Pope et al., 
2002), in which the scaled earnings changes distri- 
butions show only a discontinuity and ‘kink’ 
around last year’s earnings target area in an other- 
wise more normally shaped distribution. The null 
hypothesis of no discontinuity is rejected at high 
significance levels using the BD test statistics 
(Table 5). Using a bin size of 0.005, the test statis- 
tics in the EU for the class immediately below zero 
(small decreases in earnings) are -9.5, —5.3 and 
-9.4 and those for the class immediately above 
zero (small increases in earnings) are 31.4, 10.1 
and 15.3 when deflated by TA, MV or SA, con- 
firming at the 1% significance level the inferences 
drawn from the visual inspection of the frequency 
distributions. 

Looking at the ratio of small earnings increases 
to small earnings decreases and the corresponding 
test statistics in Table 5, the results show that 
achieving growth in earnings relative to last year 
appears to be an important goal throughout the 
EU. The ratio is well above one for each type of 
accounting regime and each Member State, with 
most of the BD test statistics being significant. 
However, the ratios in Table 5 are mostly in the 
range 1.3 to 2.3 and therefore much lower than the 
ratios of small profits to small losses reported in 
Table 4. This would seem to confirm the findings 
of Degeorge et al. (1999), who show that achiev- 
ing a profit is the first priority, over and above 
other earnings targets. 

In the case of earnings changes, the results do 
not differ clearly between the sub-samples, as their 
ranking on the basis of the ratio of small increases 
to small decreases is largely dependent on the de- 
flator used. For instance, comparing the EU to the 
US, the ratio is higher for the US than for the EU 
when total assets is the deflator (2.27 vs. 1.81), but 
lower when earnings changes are deflated by mar- 
ket value (1.48 vs. 1.54) or sales (1.54 vs. 1.72). 
The same applies within the EU when we consid- 
er the groupings by accounting origin. Moreover, 
looking at the results for the three matched sam- 
ples in Panel B of Table 5, the ratios of small prof- 
it increases to small profit decreases are at a 
similar level, e.g. British origin 1.58, US 1.68 and 
other EU 1.68 with sales as the deflator. 

The results for our two extreme groupings sug- 
gest that firms operating within the kind of regula- 
tory framework characterised by the UK appear to 
exercise less managerial discretion than their 
counterparts in accounting regimes of German ori- 
gin. In the superimposed frequency distributions in 
Panel B of Figure 3, it can be seen that earnings 
changes in the British grouping are more widely 
dispersed, and in the case of the German grouping 


154 ACCOUNTING AND BUSINESS RESEARCH 


Figure 4 
Earnings changes in the European Union 


Panel A: Earnings changes scaled by total assets (n=64 343) 
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Panel B: Earnings changes scaled by market value of equity (n254,969) 





| H 
Kaz 4125 41.100 «2.076 4.050 -0.025 0.075 0.100 0.125 0.156 


Panel C: Earnings changes scaled by sales (n262,943) 





n Dt E D : T D D 
0.180 0.125 0.100 -0.075 0.060 -D.2$ 1025 0.0590 0.078 0. pu 0,12 0.150 


155 


Vol. 36 No. 3. 2006 


‘Bare 30318) sSurureə UE punore Ájinumuoosip E JO əəougogrušts JO [SAD] AY AINSBOU SINSNEIS 1531 Gq "ISBQBIBP adoospjio4y Sun ut Jequinu WAI IM SI # SA `(T001# SM) sares 
3uruado Aq poptarp ("16914 SM —*1S9TH SAA) 9uroout Jou ur oSueuo SI VS/dV pus (.dgO19NTEIWPpUuHIA, SA) Amba jo onyea joe Buruado Aq popramp ('"1SOT# SM — 
"SO TH SAA) 9uroour jou ur oSueuo st AW/AV “(6667# SAA) siesse Teo Suruedo Aq poptarp ("T6914 SA — 1S91# SM) 9uroour Jou ur Ə8ugqo sI VL /AV :SAO[[0j Se ore sosuByO 
sdurumo po[eog “(0 : c00 0-] edu: eq ur et oSugqo sutures po[eos oy] JI odueqo sdururmo oAresou [TBUIS g su poutjap SI uorgA1osqo IBOA uru 8 (£000 : 0] ZUW oq ut SI 
aury sZurureo po[eos oY} jr ə8ugu3 sdurureo aAntsod [euis g SE pautjop SI UONBAIOSGO JEIÁ uuu e SIVA [eroueui E 19A0 SOBULYO sgurureo DATJBZOU [[eurs 0j soSueto sSutümeo 
eAnrsod reus jo roqumu oq st dV ‘SONWISH/AV 'Sodulgs 's1$21 po[r-0^1 "010 PUB ‘SO'O “TO'O JO STOA] eoueogrusrs JE o1oz WOIJ JUSISYIP ÁpUeogrudiS , "at ‘wan “SALON 











xxx 9 C xxl VT xxxl € ro- axe Ol 9i- ool 67 1 cS I KI 
*xx6 C eat CG «LI Ç fe +18 Ç 9'0- 89'I Se Sel UIPIMS 
#446 C xxx9 £7 UI oq xxx S 8 xxe H: LUZ 981 68€ meds 
ro VO 80 00 wee DS xx x9 £— LC I oe I I£ esnyo0g 
*xx9 Ç x+y H: +6 I xx S CG" xxx6 8 xxx0 9— 60 € NU Z 00'€ Sspus[rə9q]o9N 
kal L ***Ç YT ***” 9 xx«L'Y- xxx VI xx$ C TIC SFT v6 I Tex] 
€ 0- ro 80 80 2x46 6 Cie prt ¿9 T GTT puega 
xxx LO «6 [— «8T SL **]Ç C xxt Ç 061 cI esl 939911) 
xxxCS CI xxxLt- so L8 xx x9 C xxxL 8I sak S— 9£T EST L6] Áugunəs 
***Ë F ***9 Ç xxt Ç aS CT *#**<V CI *#**9 V— 191 65 I 881 33481] 
UI +L I~ OO Gig gét Ç vo 9€ 1 YO'I LET puByUty 

80 90 OI x6 [7 xxr C CO 6€'I OST PZ I ABU 
«xS C CE GI LO waa UL «48 C Ist vv LOZ tunt3 jog 
x6 I (Nim ST Fo *xx8 9 UO: SP ob I 69'I ensny 
VS/HV AW/AV VIV VS/AV ANW/AV V/V 833838 QUA NH 

SIHSHBIS 199} (18 AV `SƏNUNSZ/TV 'Soquisg :O PUB 

+18 ti **Ç C” xxx0 6 +446 £^ «xa ST ***/ Ç 89'I 88'I SLI NY 19010 PINEN 
xxx Y E web Ç” 6 07 60- xxx6 L **” Ç Bol cri ILT qsuug Poya N 
xxx 6 € xxx t £7 LO a LOO xx x9 L xxx 0 E7 89'TI 6S I PLI SN P9USIEJA 
VS/4V AW/V VLAV VS/AV AW/dV VL/AV e[dureg PINEN 

SOSHBIS 189} ard AV 'daNUISZ/3V 'Soquisg 9 pued 

aal 7 #49 TT «8 I TT 4009 V yO £9'I Zb ZEI uguo ULIABUIPUBIS 
+46 VI ***Ç S xxx6 OT kat, ST xxxv VC AS $— c8 I £6 1 ç6'I UG UO UBULIAL) 
waa 9 dolor E PU waa’ E ***Ç SO xxxv LI xxx$ 87 89'I 951 COT uno 050914 
«O V ax x9 H: xxx S € 8 0- **x*6 tl xxxL' ET tU I FI L9'T uuo genug 
xxt ST xxx 67 xxx OI xxxt Ç xxt TE xxx S 67 CL T Pol ISI [1H 
iex t, 8 ***9 9— xxx«0 Ç xa PY H: scht OF *xx6 61— r I gr I LTT Sn 
VS/4V AW/AV VL/AV VS/AV AWV VLV suy Surjunoo2y 

SOPSHBIS 189} ad AV '"doNUISZ/3V *soquisg y pued 


393.18; ,saduuqo surae aapysod, 9) punoue sorspejs 489], 
S BL 


15 ACCOUNTING AND BUSINESS RESEARCH 


Figure 5 
Forecast errors in the European Union 


Panel A: Forecast errors scaled by price (n=26,663) 
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Panel B: Forecast errors scaled by total assets (n=23,025) 
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Panel C: Forecast errors scaled by absolute value of actuals (n=27,630) 
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that they are more clustered around their mean. 
This result is consistent with the lower standard 
deviation of scaled earnings changes in Table 2, 
where the median earnings change is also lower in 
the German origin regimes. However, within the 
two groupings, the results on the magnitude of the 
ratio of small profit increase to small profit de- 
crease as well as the BD test statistics are not con- 
sistent across the corresponding countries and the 
deflators used (Table 5, Panel C). 


4.1.3. The 'positive earnings surprise' target 

The descriptive statistics for scaled forecast er- 
rors in the month of the earnings announcement 
were presented in Table 3. For most countries, the 
median forecast error is zero (an unbiased fore- 
cast), although for Ireland and the UK (when 
scaled by TA, IACTI) it is positive (a pessimistic 
forecast). Note that these descriptives do not cor- 
respond to the general finding of analyst optimism 
in predictions that has been reported for samples of 
annual earnings forecasts that are pooled over the 
full 12-month forecasting horizon (e.g. Capstaff et 
al., 2001), but are in line with the recent US liter- 
ature documenting unbiased or even pessimistic 
forecasts around the announcement date (e.g. 
Matsumoto, 2002), which is the date that we 
analyse here. 

Figure 5 presents the distributions of scaled fore- 
cast errors at the time of the earnings announce- 
ment, scaled by price in Panel A, total assets in 
Panel B (both bin sizes of 0.0025) and the absolute 
value of actual earnings in Panel C (bin size of 
0.025). The frequency distributions peak in the 
area above the zero line. The percentage of small 
positive forecast errors immediately above zero 
[0 : 0.025) varies between 2796 when scaled by TA 
and 3296 when scaled by price while the percent- 
age of small negative forecast errors that are 
slightly below zero (—0.0025 : 0] is considerably 
lower, varying between 8% when scaled by actuals 
and 1296 when scaled by price. It can be seen in 
Table 6 that the ratio of such small positive to 
small negative forecasts errors varies between 2.45 
and 3.29 depending upon the deflator in the EU, 
which is highly significant under the BD test. 
Hence, the evidence reported here shows that 
meeting or beating analysts' earnings forecasts is 
an important benchmark for EU companies. 

Although the analysis of the full EU sample sug- 
gests that the ratio of small positive to small nega- 
tive forecast errors is lower than the corresponding 
ratio in the US, which itself is similar to that re- 
ported by Brown and Higgins (2001), this is no 
longer true for the matched samples (see Panel B 
of Table 6). Generally, the results depend on the 
deflator used, and this applies also to the analysis 
by accounting regime and by Member State. For 
example, in the latter case, while the UK has a 
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ratio of small positive to small negative earnings 
surprises of 2.84 when forecast errors are scaled 
by price, the corresponding ratio is as high as 
10.84 when scaled by total assets. 

In Table 6, Panel C, for each of the individual 
countries, the ratios of small positive to small neg- 
ative forecast errors are well above one for all 
countries and for all deflators. Thus, these findings 
at the country level provide further evidence that 
achieving the level of earnings expected by finan- 
cial analysts is a universally important target — 
despite the differences in the information environ- 
ment and hence the importance and properties of 
analysts' forecasts in general across the EU 
Member States (see e.g. Capstaff et al., 2001). 


4.2. Earnings targets and managerial discretion 


4.2.1. The distribution of cash flows from 
operations 

In order to investigate whether the observed dis- 
continuities are due to the accruals process in ac- 
counting or some statistical artefact, we first 
analyse the cash flow and accruals components of 
earnings, as cash flow from operations (CFO) 
stems from the economic activities of the firms 
and is generally not subject to managerial account- 
ing discretion. Panel A of Table 7 reports descrip- 
tive statistics for the cash flow and accrual 
components of earnings, earnings changes and 
forecast errors. As compared to the scaled earnings 
analysis, we lose a considerable number of obser- 
vations due to the unavailability of data in 
Worldscope necessary to calculate accruals and 
cash flows. Consistent with prior research, on av- 
erage, total accruals have negative mean values 
whereas the mean cash flow from operations is 
positive. The smoothing nature of the accruals is 
documented by the spread of the distributions, the 
standard deviations being higher for CFO and the 
change in CFO than for earnings and the change in 
earnings. 

The frequencies for the EU as a whole are plot- 
ted in Panels A1 and A2 of Figure 6. The distribu- 
tion of earnings is compared with the distribution 
of cash flow in Panel A1, where both are scaled by 
sales. For equal numbers of firm-year observations 
(n=42,658), the frequency distribution of earnings `: 
shows a substantial discontinuity around zero, but 
its (lighter shaded) complement for cash flow is 
smooth in this area. This suggests that the accruals 
process will have caused the discontinuity in the 
earnings distribution. The same finding applies to 
the changes in both earnings and cash flow in 
Panel A2, with the distribution of changes in cash 
flow showing no discontinuity around the target 
area. This impression of no discontinuity for cash 
flow holds throughout the EU, as exemplified in 
Panels B1 and B2 of Figure 6 where the distribu- 
tions for cash flow (B1) and change in cash flow 
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(B2) for the groupings of British and German ac- 
counting origin are largely identical. 

The ratios of small positive [0 : 0.005) to small 
negative [-0.005 : 0) cash flow and change in cash 
flow are given for each Member State in Panel B 
of Table 7. The ratios fluctuate around one, re- 
gardless of the deflator used. Indeed, their magni- 
tude is much lower than the corresponding ratios 
of small profits to small losses given in Table 4 and 
of small earnings increases to small earnings de- 
creases in Table 5. The paired t-tests reported in 
Panel C provide evidence that these differences are 
highly statistically significant, and it can be seen 
that the mean ratios are significantly lower for 
small positive to small negative cash flow and 
changes in cash flow than for the earnings and 
changes in earnings. The BD test statistics of the 
CFO-based ratios (unreported) are generally in- 
significant across the different countries and defla- 
tors used. They are never consistently significant 
across the deflators for any of the 14 countries we 
analyse. These results further validate the absence 
of systematic discontinuities in the distributions of 
(scaled) CFO and changes in CFO. 

Overall, our results show that the distributions of 
cash flow from operations and changes in CFO do 
not exhibit the same discontinuities around the tar- 
gets. Thus, it may be inferred that it is the accruals 
components of earnings which mainly cause the 
discontinuities in the scaled earnings distributions 
that were documented above. However, as we do 
not (attempt to) distinguish between discretionary 
and non-discretionary accruals components, these 
discontinuities could either be caused by the nor- 
mal accruals process (Beaver et al., 20032), by ac- 
cruals manipulation and earnings management 
(Dechow et al., 2003), or by some combination of 
both of these. 


4.22. Earnings targets and the smoothing of 
income 

The question still to be answered is whether the 
discontinuities that we have detected around the 
three earnings targets are actually related to in- 
come smoothing, the form of earnings manage- 
ment we attempt to detect in our multi-country 
study. The graphical impressions and the summary 
statistics presented above suggest such an associa- 
tion between the level of smoothing and the extent 
to which profits targets are achieved. The high 
clustering of earnings and earnings changes in the 
class slightly above zero, and the comparatively 
low clustering slightly below zero would be con- 
sistent with such an explanation. In this section, 
we test empirically this conjecture. Table 8 reports 
the results for our three largely independent prox- 
ies for income smoothing and Table 9 tests their re- 
lation to meeting or beating the three benchmarks 
that we have analysed. 
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The interquartile range is the first proxy for in- 
come smoothing, and the results in Table 8 show 
the spread in earnings (E) and earnings changes 
(AE) scaled by sales (results for TA and MV are 
very similar). The interquartile range focuses on 
the middle 50% of the empirical distribution and 
adds to the evidence already reported in Tables 1 
and 2, where the standard deviation described the 
spread of the distributions as a whole. The results 
in Table 8 show that both for the full samples in 
Panel A as well as for the matched samples in 
Panel B, the US earnings and earnings changes 
distributions are more spread than in the EU. 
Across the EU, the British origin grouping shows 
the highest values with 0.118 (0.058) for earnings 
(earnings changes), followed by the mixed 
Scandinavian grouping at 0.080 (0.050) and the 
plan-based grouping of French origin at 0.096 
(0.041). The German origin group has the lowest 
interquartile range for both earnings and earnings 
changes at 0.051 (0.027), indicating the highest 
level of income smoothing activity. These results 
are confirmed when looking at the individual 
Member States in Panel C, where Austria at 0.057 
(0.036), Germany at 0.043 (0.025) and Italy at 
0.071 (0.033) have the lowest ranges compared to 
Ireland at 0.092 (0.049), the Netherlands at 0.075 
(0.028) and the UK at 0.126 (0.063) which are 
among the highest, with the other EU Member 
States generally somewhere in between. The 
British origin group shows even wider interquar- 
tile ranges for scaled earnings compared to the US 
both for the matched and unmatched samples. 

The second proxy of income smoothing in Table 
8 is the Eckel Index, which classifies 85.31% of 
firms in the EU as income smoothers versus 
73.75% of the US sample. This result also holds 
for the matched samples: only 77.58% of the US 
firms, but 84.49% of those in the UK, Ireland and 
Netherlands and 86.21% of firms in other Member 
States are classified as income smoothers. The 
high percentage of smoothers found here for the 
US is not in agreement with the much lower pro- 
portions reported in studies by Albrecht and 
Richardson (1990) or Michelson et al. (1995). 
They find only around 40% income smoothers in 
the US, albeit for much earlier sample periods. 
Although the magnitude of income smoothing in 
the EU is highest for the German grouping 
(87.69%) and lowest for the British (83.41%), the 
relative difference in magnitude appears to be very 
small, although it is worth noting that the out- 
comes within the EU range from 76.13% for 
Belgium to 93.75% for Finland, as reported in 
Panel C of Table 8. 

Our third proxy for income smoothing is the cor- 
relation between the changes in accruals and the 
changes in cash flow from operations, which is 
negative as expected. At —0.78, the interaction is 
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Table 9 
Earnings targets and income smoothing in the EU 
Panel A: Smoothing rank Benchmark beating ranks 

Rank Rank Rank 

gSmProfit/&Smloss | #SmPos AE/#SmNeg AE #SmPos FEHMSmNeg FE 

Austria 11.25 9.00 2.43 11.33 
Belgium 2.25 9:17 8.33 3.67 
Denmark 6.00 4.33 3.67 4.33 
Finland 10.75 7.67 1.67 8.67 
France 9.25 4.50 7.67 1.33 
Germany 10.38 9.67 9.67 13.00 
Greece 725 8.00 7.00 7.67 
Ireland 350 2.00 8.33 13.00 
Italy 12.13 11.00 11.33 4,33 
Netherlands 8.75 13.33 13.67 8.00 
Portugal 8.13 12.33 5.33 10.33 
Spain 8.38 11.00 12.67 7.67 
Sweden 4.50 4.67 6.33 1.67 
UK 2.50 233 4.00 10.00 
Panel B Earnings targets and smoothing 

Ratio Ratio Ratio 

#SmProfit/#SmLoss #SmPos AE/#SmNeg AE gSmPos.FE/tSmNeg.FE 

Rank correlation 0.56** 0.15 0.14 
Regression coefficient 079*** 0.19 0.14 


Notes: ***, **, * Significantly different from zero at significance levels of 0.01, 0.05, and 0.10, two-tailed tests. 
We report only test statistics for the average ratios. The results were qualitatively similar for individual ratios. The 
Smoothing rank is computed by averaging the ranks across all four individual smoothing scores reported for each 
Member State in Table 8. The Benchmark beating ranks are computed for each benchmark as the average rank of 
each Member State across the three ratios of earnings (Table 4, panel C), earnings changes (Table 5, panel C) and 


forecast errors (Table 6, panel C). 


greater for the EU than for the US sample with 
—0.52. Within the EU, again the measure is small- 
er for the British grouping (-0.68) than for the 
German grouping (—0.87). However, the highest 
levels of income smoothing are in Greece (—0.93), 
Italy (-0.90) and Portugal (—0.90), with the lowest 
being indicated by this measure in Ireland (—0.69) 
and the UK (—0.66). Note that the rankings corre- 
spond to prior evidence, although the magnitudes 
of the negative correlations are generally lower 
than those reported in Leuz et al. (2003). 

In sum, these results document higher income 
smoothing in the EU than in the US for each of the 
three proxies, as well as different levels of income 
smoothing across the EU Member States. The re- 
sults are consistent with prior work on compara- 
tive income smoothing (see Langendijk and 
van Praag, 1996; Leuz et al., 2003). This earlier 
work did not analyse or formally test the 
relationship between income smoothing and 
benchmark beating activities which we address in 
Table 9. 

The average rank across the three income 
smoothing proxies is given in Panel A of Table 9. 
The UK (2.50), Belgium (2.25) and Ireland (3.5) 
have the lowest while Italy (12.13), Austria 
(11.25), Finland (10.75) and Germany (10.38) 


have the highest average ranks. This may be com- 
pared with the average rank for each of the three 
earnings targets that were considered earlier, 
which is also reported in Table 9. It appears that 
the relative importance of benchmark beating 
among EU Member States depends much on 
which individual earnings target is analysed. For 
example, while the UK is ranked second lowest for 
the small profit to small loss ratio (2.33) and third 
lowest for the small positive earnings changes to 
small negative earnings changes ratio (4.00), it is 
among the highest for the ratio of small positive to 
small negative forecast errors (10.00). To the ex- 
tent that these ratios capture earnings manage- 
ment, these results suggest not only that the 
opportunities for earnings management differ 
across jurisdictions and accounting regimes, but 
also that the relative incentives for achieving the 
one or other earnings target may differ across the 
Member States of the EU as well. 

Finally, we test whether there is a significant sta- 
tistical relation between the average smoothing 
rank and the three individual benchmark beating 
ranks at the country level across the EU Member 
States. The results in Panel B of Table 9 show that 
only the ratio of small profits to small losses is sig- 
nificantly positively associated with income 
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smoothing. The Spearman correlation coefficient 
between the two variables is 0.56, which is signif- 
icant at the 5% level, and the corresponding coef- 
ficient in the OLS-regression is 0.79, which is 
significant at the 1% level. However, the other two 
earnings targets — an increase in earnings and a 
positive earnings surprise — are statistically unre- 
lated to our aggregate income smoothing score, 
even though the regression coefficients and the 
Spearman correlations have positive signs. These 
insignificant results could be driven by the low 
power of our country-level aggregate scores. 
Taken at face value, our results suggest that in- 
come smoothing firms are particularly concerned 
about reporting profits (regression coefficient 
0.79), but less so about increasing their earnings 
relative to the last fiscal year (0.1) or the achieve- 
ment of analysts' earnings forecasts (0.14). 


4.3. Earnings targets in the EU under IAS/IFRS 
or US-GAAP 

In this section, we present some early evidence 
on the properties of earnings around specific tar- 
gets for those firms in the EU that have started to 
report their financial results under some form of 
‘internationally recognised’ accounting standards 
(IAS/IFRS or US-GAAP) prior to the EU policy 
requiring IFRS adoption by listed companies. 

In Panel A of Table 10, the magnitude of the ratio 
of small positive to small negative earnings (in the 
range from 2.44 to 9.50) suggests that reporting a 
profit remains an important target under interna- 
tional standards. The relative ranking between 
IAS/IFRS and US-GAAP depends much on the 
scaling variable used, however. This is not the case 
for the earnings changes target. The ratio of small 
earnings increases to small earnings decreases 
under international standards; that is to say, the ra- 
tios in Panel B of Table 10 are lower than the cor- 
responding ratios reported earlier in Table 5 under 
Jocal GAAP, particularly for those firms adopting 
US-GAAP. Also, all BD test statistics are insignif- 
icant. It appears that achieving last year's financial 
results is less important as a benchmark under in- 
ternationally recognised standards. 

Instead, more importance seems to be assigned 
to meeting analysts' consensus earnings forecasts. 
The ratio of small positive to small negative sur- 
prises is well above one and in most cases statisti- 
cally significant under the BD test (Table 10, Panel 
C). Given that the European international GAAP 
adopters are generally regarded as particularly ori- 
ented towards the capital market (Cuijpers and 
Buijink 2005), it is not a surprising result to find 
that achieving analysts' earnings forecasts is an 
important goal for IAS/IFRS and US-GAAP 
adopters alike. 

Overall, this analysis of early European 
IAS/IFRS and US-GAAP adopters, covering the 
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years running up to the wholesale reporting regime 
changes within the EU that are now under way, 
shows that benchmark beating around several im- 
portant earnings targets continues to be important. 
It is beyond the scope of this paper to extend this 
assessment, and we leave a more thorough analy- 
sis of the properties of earnings in the EU under 
mandatory IFRS-adoption to future research. 


5. Conclusions 

For a large sample of firms from the European 
Union, we find that more firms than expected (1) 
report small positive earnings, (11) report small 
positive earnings increases and (111) have zero or 
small positive forecast errors. Our results are com- 
parable to prior research in the US and UK, but ex- 
tend the existing evidence internationally and 
document discontinuities that are far more pro- 
nounced in the EU as a whole than in the UK and 
the US, and particularly so in those jurisdictions 
that do not have a long history of professionally 
based standard setting. 

This paper contributes accordingly to the ongo- 
ing discussion surrounding the impact of different 
GAAP regimes and institutional environments on 
the properties of accounting earnings. Our findings 
illustrate how significant the differences have been 
to date within the EU — despite the various efforts 
at accounting harmonisation by the European 
Commission. They are of further interest in the 
light of the recent steps taken in the EU towards 
accounting standardisation through the general re- 
quirement for listed companies to apply IFRS from 
2005 onwards. As it is not clear whether the ob- 
served dissimilarities across EU Member States 
are due to residual differences in the accounting 
rules and regulations in place during the test peri- 
od or due to diverging reporting incentives in the 
jurisdictions and market segments involved, which 
may themselves be evened out as a result of further 
integration or may perhaps remain unchanged 
after the planned introduction of IFRS, the quality 
of the transitional financial statements that are 
being prepared by firms in the EU at the time of 
writing remains an interesting and open question. 
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An empirical assessment of the 
Feltham-Ohlson models considering 
the sign of abnormal earnings 


Begona Giner and Raul Iniguez* 


Abstract—This paper provides an empirical assessment of the Feltham-Ohlson models, distinguishing between 
firms with positive and negative abnormal earnings. Abnormal earnings persistence and conservatism parameters 
differ for these two groups; this implies different earnings prediction models and valuation functions for both prof- 
it-making and loss-making firms. The analysis refers to the period 1991-1999 and uses a sample of Spanish firms 
quoted on the Madrid S.E. The results suggest that our contextual approach is more useful than the non-contextu- 
al one to predict future abnormal earnings and explain current prices. Although the Ohlson (1995) model is accu- 
rate in forecasting future abnormal earnings and stock prices, the results improve when firms with negative 
abnormal earnings are valued using a temporary model and firms with positive abnormal earnings using a more per- 
manent one. The Feltham and Ohlson (1995) model generates the lowest forecast errors in the prediction of posi- 
tive abnormal earnings, but it produces the least accurate results in forecasting prices. 


1. Introduction 

The Ohlson (1995) and Feltham and Ohlson 
(1995) studies (OFO models hereafter) have be- 
come the main reference in market-based account- 
ing research. These papers follow the traditional 
stream of accounting valuation studies, where the 
value of the firm is the accounting book value plus 
the present value of the expected future residual 
income (Preinrich, 1938; Edwards and Bell, 1961, 
Peasnell, 1982). In our view, the main contribution 
of the OFO models has been to provide a solid the- 
oretical framework for stock valuation based on 
the fundamental accounting variables: earnings 
and book value. In addition, these models allow 
for any other information which could be relevant 
to predict these figures and value the firm. 
However, the results of previous studies that assess 
such models do not confirm their usefulness to 
predict market prices. The evidence shows that the 
implied values are lower than market prices, in 
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other words OFO models undervalue the value of 
the firm relative to market prices. 

The main purpose of this paper is to provide ad- 
ditional evidence about the adequacy of these 
models by using a contextual approach that takes 
into account the sign of abnormal earnings. To this 
end, we consider different earnings persistence 
and conservatism parameters in the linear informa- 
tion models (LIM hereafter) for firms with positive 
and negative abnormal earnings. Our empirical re- 
sults show that companies with abnormal losses 
will be better valued using transitory models, 
while companies with abnormal profits will be bet- 
ter measured using more permanent models. To 
achieve our objective we consider two different as- 
pects: first, we take into account the ability of the 
contextual LIMs to predict future abnormal losses 
and profits, and second, we analyse the ability of 
the contextual approach to explain market prices. 
Our results suggest that investors perceive positive 
and negative abnormal earnings differently. 

The paper is structured as follows: in Section 2 
we consider the theoretical background of the 
OFO models and provide a summary of the relat- 
ed previous research. Section 3 is devoted to the 
research design, the variables and the sample used 
in this research. Section 4 describes the results of 
the empirical analysis. Finally, Section 5 sum- 
marises the main conclusions of our study. 


2. Theoretical background and previous 
literature 


2.1. Development of basic models 
The basis of the Ohlson (1995) model is the tra- 
ditional dividend discounting model. This model 
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can be easily transformed into the known residual 
income valuation model (RIV hereafter) introduc- 
ing two conditions: i) the accounting system fol- 
lows the clean surplus relation, 1.e., all changes in 
book value are reported as either income or divi- 
dends (net of capital contributions), and ii) the ab- 
normal earnings (x?) are defined as the excess of 
accounting earnings over the normal earnings that 
could be obtained by opening equity (x=x,- 
r- by, ¡). In RIV the value of the firm's equity 
equals the book value of equity plus the present 
value of expected abnormal earnings: 


e. E, d 
V, =bv, + > —— 
EP TT o 
where: V; market value of the firm's equity at 
time t 
bv,: book value of equity at time t 
Zu ` abnormal earnings of year t+t (t2 1) 
r: discount rate or cost of equity capital 


Future expectations cannot be observed and the 
OFO models solve this problem assuming that ex- 
isting information follows a linear Markovian 
structure. This produces a closed valuation formu- 
lae, in which value depends solely on known ac- 
counting variables plus the ‘other information’ 
variable. In particular the Ohlson (1995) linear 
valuation function is: 


(2) 


V, = by, + Ox + 05v,, 


where: 
2o 08 T l+r 
l+r-@, ^ (itr-q@,)(It+r-y,) 


V: “other information’ variable at time t 

Ou: persistence of. the abnormal earnings 
(0<@,,<1) 

"persistence of the ‘other information’ (0<y, <1) 


Feltham and Ohlson (1995) take a further step 
and consider the accounting conservatism that af- 
fects operating assets. As in Myers (1999), Lo and 
Lys (2000) and Ota (2002), we assume there are no 
other assets, consequently the related valuation 
function becomes: 





Ms bv, + Ox," + Qobv, t Du xx DA (3) 
where: 
1+ 
—— mc 
l+r—@, +r- )(l+r-a, ) 
ler l+r 
B, ( Jan 


Gear)? Pera) rr) 
Vu and v4: “other information’ variables at time t 

(0; |: persistence of abnormal earnings (0 « €, « 1) 
(0,5: conservatism parameter (0,52 0) 
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©»: growth in the book value of equity parameter 
(Oms ltr 

y, and y: persistences of the ‘other information’ 
variables (0 « y,;y,« 1) 


2.2. Previous empirical literature 

Table 1 summarises the main features of the pre- 
vious empirical literature that has verified the ade- 
quacy of the OFO models. Most of the literature 
refers to the USA, with the exception of McCrae 
and Nilsson (2001), Ota (2002) and Giner and 
Iñiguez (2006) that consider the Swedish, Japanese 
and Spanish markets respectively. Generally, the 
papers first analyse the ability of the models to pre- 
dict future abnormal earnings (predictive link), and 
then estimate the intrinsic value of the firm (valua- 
tion link) using the related valuation functions. 
Regarding the methodology used, there is no a clear 
preference for a time-series nor a pooled time-series 
cross-sectional regression, and only Stober (1996) 
employs both methodologies. As for the first ‘other 
information’ variable (v,,) only some papers include 
it in the analysis, and, with the exception of Giner 
and Iñiguez (2006), none of them takes the second 
“other information’ variable (v, in (3) into account. 

Regarding the predictive link, the estimated pa- 
rameters of the LIMs are reported in Table 2 and 
provide evidence of the adequacy of the Ohlson 
(1995) LIM. These are indeed within theoretical 
limits and the auto-regressive process with one 
year lag provides a reasonable empirical approxi- 
mation (Dechow et al. 1999, Callen and Morel 
2001, Ota 2002). However, the evidence regarding 
the Feltham and Ohlson (1995) LIM is contrary to 
their model. The conservatism parameter is always 
negative, and this suggests aggressive accounting, 
which is contrary to our knowledge of accounting 
practices and rules worldwide. Special attention 
should be paid to Giner and Ifiguez (2006), who 
analyse both LIMs in the Spanish stock market, 
considering all the variables included in the OFO 
framework and using different alternative assump- 
tions about the parameters. Their results are simi- 
lar to those obtained in the previous literature. The 
Ohlson (1995) model, which uses intermediate 
persistence and includes the ‘other information’ 
variable measured using analysts’ forecasts of 
earnings as Ohlson (2001) suggests, produces the 
lowest abnormal earnings forecast errors. 

Regarding the valuation link, the OFO models 
systematically undervalue stock prices in all mar- 
kets under analysis. Nevertheless, the results of 
Giner and Iñiguez (2006) show that the models 
based on Ohlson (1995) explain stock prices better 
than those based on Feltham and Ohlson (1995), 
since they have lower bias and higher accuracy. 
Thus, the Ohlson model which considers the ‘other 
information' variable provides the most accurate 
results. 


171 


Vol. 36 No. 3. 2006 


[£U01)298-$801/) 


SOLI9S-OUNL], 


SOLIOS-OUIE], 


[guonoəs-sso:O 


I[guonoəs-sso:O 


[eu0H295S-SS0J/) 


SOLIOS-OUNT Y, 
SILISS-IWITL 


Jeuonooes sso1Ə 
pue sonos-oun], 


ymor Aurouooo 
ou pue S}SBOSIOJ 
SISAISUE uo poseg 


pasnfpe Inq parous] 


parous] 

S]Se291OJ 

¿SISÁTBUB uo poseg 
SISBIDIOJ 

¿SISÁ[8ue uo poseg 
SISBIAIOJ 

¿SISÁT8UB uo poseg 


3O[X19BQ PIO 
porous] 


uongen[eA 
pue 9ABOIpalg 
Uonen[eA 
pue oAnporpedq 
uongn]gA 
pue 2aAnorpelq 
UOTIENTBA 
pue eAnorpaxq 
uornen[eA 
pue oAnorpalq 


HOTENTBA 
pue oAnorpaid 


Uorenp[eA 
pue eAnorpeiq 


SAPO] 


SAROIP9IH 


6661-266! 


8661-7961 


9661-6961 


S66T-9L61 


L661-L861 


$661-9L61 


9661-SL6I 
v661-0861 


£661—r96I 


uede( 


[5661] uos[qO pue TB Y OH 
[S661] uosTyO 


[S661] uosTyo 


[5661] uos[qO 


[S661] uosIgo 


[5661] uospO 


[5661] uosIqo 


[5661] uosTuO pue ero 
[S661] uospqO pue WES 


[$661] UOSTYO pus Good 


ASo]Opoyi2 W 


¿MONDIULOSU 42uIQ, 


[9007] zansryy pus Tout 
[z007] e 


[T007] INOW pue uəllgO 


[1007] adog 
pue uo[UeH,O "IO? 


[1007] UOSSTIN pue WIQIN 


[6661] u&o[s 
pue uonnH 'wouoəÑq 


[6661] SIS 
[6661] ueumegq 


[9661] 199018 
Apnis 


SOSLIIJIEIBYD UTEUI MIAM 3.10J8.193F] 


I ABL 


ACCOUNTING AND BUSINESS RESEARCH 


172 


«06 0 pue xev 0 PUB 
x8£ 0 Va ebt 0 Umg 


09'0 pue 
— 690 Img 
= +9€£v'0 


> xct 0 
= 8660 


T= ASQ Ts ASQ 


 uongunogur Loo, ISI 94) Jo SO0UIJSISIAN : 


(soueorgrudis ou ejeorpur JOU op [6661] SAW pue [6661] ueurneg '[9661] 199035) 266 18 JUBIYTUSTS y 


x9CO I pue 
xv IO I 193439 


1901 
TI60 


S6'0 pue 
v6.0 umg 


+15 Z@ = 0 


"Zo 


£00'0 Pue 


+160 0- UIMH 


LU 0— 


— 


x60 0- 
$00'0- 
£60 0- 


C20 0- pue 
pTO 0- waomieg 


0 < "o 


to 


ab 0 pus 
x66 0 uasAjog 


x£L 0 pue 
26 0 us9^jog 


«cov 0 


x[9 0 pue 
48€ 0 Umg 


xtcS O 


«C9 0 pue 
«Ly 0 umg 


HU 0 
tcc 0 


Sot 0 
[1502090 


iig 


porous! sr oam Ted əy} yep sugoui (—) 


[9007] zanr] pue our 


[z007] oo 
[1007] I930JA pue uə[[go 


[100c] dog pue uore,o “1099 
[TOOZ] UOSSTIN pue SIDO 


[6661] u&o[S pue oountt “moyood 
[6661] SIS 
[6661] ueuneg 


[9661] 199035 


sjapowu OAO e ul 
]paa21ut JDINALOBY I 


ANIS 


"9[QBLIBA ,uonguuojur 19930, puosas ayy jo doUsISIad :*A *o[qerreA 


‘A t1ojoure red Áymbo jo on[eA xooq ur MOIS Tom t1ajourezed ursrgadrosuoo "Zo ¿s3urures jeunouqe Jo oouojsis1od "o 


Spouw OAO I} JO SJU9IYJIO) MIJAI 9317819) 


C ANEL 


Vol. 36 No. 3. 2006 


3. Research design 

We evaluate the empirical implications of six con- 
textual models based on the OFO framework, and 
compare them with non-contextual models as well 
as with two other accounting-based models, which 
can be considered as restricted versions of Ohlson 
(1995). The OFO models consider the persistence 
of abnormal earnings, the influence of accounting 
conservatism and the impact of additional infor- 
mation that has not yet affected abnormal earn- 
ings. Our contextual models consider an additional 
dimension: firm performance. We argue that OFO 
models can only be used to value firms with ab- 
normal profits; due to the effect of the persistence 
parameter if used for firms with abnormal losses, 
the computed intrinsic values would be lower than 
the book value of equity (or would even be nega- 
tive). 

To avoid such an outcome, two possible alterna- 
tives could be considered: 1) abnormal earnings are 
perceived by investors as transitory, or ii) the firm 
is valued under the liquidation option. In the first 
case, it is argued that although the firm has ob- 
tained negative abnormal earnings, they will even- 
tually revert to being positive, or will at least be 
zero. However, this cannot be captured through the 
Markovian process of the OFO models, because 
the persistence parameter ought to be negative; 
and from an economic perspective it is not reason- 
able to think that a firm can obtain positive abnor- 
mal earnings in even years and negative ones in 
odd ones. However, a purely transitory model can 
take this into account (@,,;=0). The second alterna- 
tive is also possible within the LIM framework (if 
@,,=0 then V,=bv,), because the book value of eq- 
uity is the surrogate of the liquidation option. This 
is consistent with Hayn (1995) and Collins et al. 
(1999), who show that investors have different 
perceptions about negative and positive earnings. 
These papers conclude that the book value of eq- 
uity is used as a proxy of the value of loss-making 
firms in general, and as a proxy for the abandon- 
ment option for those firms most likely to cease 
their operations and liquidate. Similarly Berger 
et al. (1996) and Burgstahler and Dichev (1997) 
show that firms have a minimum value, the liqui- 
dation, adaptation or abandonment value, which 
can be surrogated by the book value of equity. 
Therefore, we assume that the persistence of neg- 
ative abnormal earnings should be zero, or at least 
lower than the persistence of positive abnormal 
earnings. 

In this research we estimate different LIM pa- 
rameters taking into account the sign of abnormal 
earnings; it is argued that firms with negative ab- 
normal earnings will have an earnings persistence 
close to zero (@,,=0). We estimate different abnor- 
mal earnings persistence parameters by introduc- 
ing a dummy variable D, that takes the value 1 if 
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the firm has positive abnormal earnings at time t, 
and 0 otherwise. Next, we refer to the alternative 
abnormal earnings expectation models and the re- 
lated valuation functions, and conclude this sec- 
tion with a description of the sample and the 
variables used in the empirical analysis.’ 


3.1. Forecasting abnormal earnings and intrinsic 
values 
Contextual Ohlson (1995) model 


(e es + 
Xñ 07 0D XT +V t£ 


Via = Yet £u 
where: @,,: persistence of negative abnormal 
earnings (cases with D,=0) 
©, +07: persistence of positive abnormal 
earnings (cases with D,- 1) 
yi: persistence of the ‘other information’ 
variable 


(4) 


We have not included the dummy variable in the 
second equation. In Ohlson framework, abnormal 
current earnings, either positive or negative, do not 
predict relevant events, nor can they affect their 
persistence. In other words, a firm could have low 
or even negative abnormal profitability, and at the 
same time there could be some additional informa- 
tion that suggests an improvement or a worsening 
of the expectations about future abnormal earn- 
ings. 

The ‘other information’ variable has been meas- 
ured following the suggestion of Ohlson (2001). It 
assumes that analysts use all available information 
to make their predictions about future earnings; 
therefore the ‘other information’ is the difference 
between their forecasts of abnormal earnings? and 
the expectations based on an historical series of 
abnormal earnings which consider the sign of cur- 
rent profitability: 


(5) 


v =E [xa] - (094; 0D) x? 
vue fp — (0, 4 05D) x? 


Note that expected abnormal earnings in t+1 are: 
E [x*,] =(@,,+ @},D,) x? +v =f, and so do not 
depend on the sign of current abnormal earnings, 
but on the consensus of analysts' forecasts for the 
next period. In other words, a firm can have cur- 
rent abnormal losses, but if all available informa- 
tion points to abnormal profits being expected they 


! In most of the previous studies, intercepts are included in 
order to capture the average effect of any omitted variable. 
However, Choi et al. (2001: 17) conclude ‘the intercept-inclu- 
sive approach does not appear to improve the overall accura- 
cy of valuation estimates'. Taking this into account and 
considering that the OFO models do not add intercepts, we 
have not included them in this study. 

2 Analysts produce earnings forecasts, E [x,,,] =f/*!; thus in 
order to calculate abnormal earnings forecasts we compute: 
Ela x E [xm rbv] sfit rbv fe". 
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should not be considered as transitory; on the con- 
trary they should be treated as permanent. 
Likewise, expected abnormal losses should be 
seen as low persistent even if the firm currently 
has abnormal profits. Consequently, the dummy 
variable used to forecast earnings beyond t+1 and 
value the firm refers to the expected profitability 
and not to the current one. As a result, for period 
t+1 instead of D, we use the expectation for D,,,: 
E [D, J=1 if 7*1»0, and E[D,,,] =0 if f?*! «0. 
However, as long as the dummy variable is al- 
lowed to vary over time, a switch in the sign of 
expected abnormal earnings after t--1 is mathemat- 
ically possible, although it is economically unlike- 
ly? If this happens, a closed valuation formula 
cannot be obtained, though abnormal earnings can 
still be calculated and used to value the firm. To 
predict abnormal earnings for period f+T, we ob- 
serve the sign of previous period expected abnor- 
mal earnings (E,[x% , ,]) and apply the persistence 
of profitable firms if positive, but the persistence 
of loss-making firms if this expectation is nega- 
tive. Therefore in this computation we transform 
the random variable into an observed one. We 
forecast abnormal earnings recursively (extended 
over additional years until they converge to zero) 
and then we compute intrinsic values as the current 
book value plus the discounted value of expected 
abnormal earnings. Therefore: 


El: dëi S (mm, Ela, / ror ED us JE, LX 221) 
* Blues Al 
where: 


E Via] Evil =Y1v, 
E [Dur] =0 if E[x2, ] <0 
E|D, si E [xha] 20 


and 
=b + E El] 


rel (1r) > 


where T is 1,000 years. 

It should be noted that this approach is only an 
approximation for the correct expectation model. 
As the dummy variable and the expected abnormal 
earnings are random, the expectation of future 
abnormal earnings should include a covariance 
term. In fact E[D,, vie |] = ELD JE [x i] + 
COV,[D,,, vi, but in the previous computation 
we have ignored the last term. We are conscious 
that the correlation between both variables could 
be positive, so that the results could be biased, but 
from an empirical point of view to obtain the co- 
variance between a discrete variable and a contin- 
uous one is very problematic. Consequently 
although the solution adopted in this paper is the- 
oretically flawed, it can be seen as a heuristic ap- 
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proximation that considers expected abnormal 
earnings as observed data instead of random vari- 
ables. In addition, we expect this covariance term 
to be relatively small in comparison with the other 
variables, so its omission should not have an im- 
portant impact on our results and the above is an 
accurate description that capture the spirit of our 
version of the Ohlson model represented by equa- 
tion (4). 

When, as normally happens, there is no switch in 
the sign of expected abnormal earnings beyond 
t+1, then E,[D,,,]=Ez[D,,,], and the previous val- 
uation formula is equal to the one in Ohlson 
(1995), with the exception that we use different 
persistence parameters according to the sign of ex- 
pected abnormal earnings for period t+1 (0, toi 
if E,[D,,,]=1 or o if ED,,,]=0). 

In addition to this general contextual model 
(model 4), we also consider three other models 
that are restricted versions. Model 1 ignores the 
‘other information’ variable and employs a transi- 
tory (permanent) model if the firm has abnormal 
losses (gains). Therefore, if current abnormal earn- 
ings are negative (D,—0), future abnormal earnings 
will be zero E,|[x% -] and V,=bv,, but if current ab- 
normal earnings are positive (D=1), they will re- 
main indefinitely El, Jo and V,- bv, HA. 

Model 2 also ignores the 'other information’ but 
considers different intermediate persistence pa- 
rameters for firms with abnormal profits or losses. 


3 We thank an anonymous referee for pointing out the 
possibility of sign switches. In the procedure proposed above, 
expected abnormal earnings in t+2 are: E[x2,] = (o Exe, ] 
Ge tes) t Elv], Replacing “Ebel = fer 
Evo Yip w feel -(6,,*- 5D Dx; we obtain different 
expressions depending on the sign of future abnormal earnings 
forecasts: 


y If fp +>0> E[x2; =(0 + OF fh y ga 
(0, -- 05D, 0) 


There will be a switch in the sign of expected abnormal 
earnings (E,[x2..] <0) if 


2 oen), 
^ (a ra +)" 
e If fetl «03 E,[x2,] = (à + Y fA — y (o, + ef Dj)x? 


There will be a switch in the sign of expected abnormal 
earnings (E [x2,] >0), if 


Ä 


Y (a; ro ie 
(a, ty) 


To illustrate the unlikelihood of these situations, one can 
use parameters obtained in previous research and use the same 
persistence for abnormal profits and losses (for instance, . 
w=0.6 and y=0.3). In that case the sign would switch if 
fet! <0.2-x2 thus, only if a large decline in positive abnormal 
earnings or a large decrease of abnormal losses is expected. In 
these cases, the ‘other information’ variable plays an impor- 
tant role in the LIM, and its influence in future periods will de- 
pend on its persistence. 


x 


Vol. 36 No. 3. 2006 


Thus, for firms with current positive abnormal 
earnings (D,=1) we use: 0, O5, and for remain- 
ing firms (D,=0) we employ 0, the absence of an- 
alysts’ forecasts precludes the possibility of 
changes in the sign of expected abnormal earn- 
ings*: 

Elx*,,.]=(0,+0D,4% V,=bv,+ ax; where 

qa rei 
l+r—(@, tox D) 

Model 3 includes the 'other information' vari- 
able, and similar to model 1 also employs the tran- 
sitory model with persistence parameters @=y=0 
if the firm has abnormal losses, and the permanent 
one with @=1 and y=0; or @=0 and Y= 1 if the 
firm has abnormal profits. When both parameters 
are zero, next period earnings coincide with 
analysts’ forecasts but are zero afterwards: 
E [x$] =f*'+1 and the intrinsic value is computed 
as: V,- bv - f?!*!/(14- r). When one of the parame- 
ters is zero and the other is one, the intrinsic value 
is: V,z bv, f ?!*!/r, that is, analysts’ forecasts per- 
sist indefinitely: E [x2 | 2 £^"! . 


Contextual Feltham and Ohlson (1995) model 
(6) 


Xil = xX; + wD rm ,bv,+ 7D by, 
TYyttfy 


by, = bV, Vj £j, 
Vina 7 Yi Vit fas 
Vari Det Bä) 
where the new parameters are: 


(0,4: conservatism parameter of cases with D,=0 
(0,54- O15: conservatism parameter of cases with 
Yo: persistence of the second ‘other information’ 
variable 


The dummy variable not only interacts with ab- 
normal earnings, but also with the book value of 
equity, as it is assumed that conservatism affects 
the earnings level as well as the book value of eq- 
uity. As for the ‘other information’ variables, the 
first one that appears in both LIMs, influences 
future abnormal earnings and as previously indi- 


^ When the ‘other information’ is ignored, E,[D,,_] is always 
equal to D, as the information model is linear and abnormal 
earnings persist at a positive rate 0). Hence a firm with current 
positive (negative) abnormal earnings is expected to have fu- 
ture positive (negative) abnormal earnings, and only in the 
long term will they be zero. 

5 Some studies, such as Dechow et al. (1999), have exclud- 
ed extraordinary earnings due to its transitory nature, but as Lo 
and Lys (2000) point out this could bias the coefficients and 
affect the intrinsic values. 
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cated has been measured following Ohlson (2001)'s 
suggestion: 

ne Elx] - (91; 05D)x7 (7) 
-(0/,+07DJbv,=f-(0,+0D,)x* 
-(0,,+0¡2D,)bv, 


The second “other information” variable that in- 
fluences future book value could be measured in a 
similar way, as the difference between the expect- 
ed book value of equity based on all available in- 
formation and the expectation based on the growth 
parameter: 


v7 E|b vil — (bv, (8) 


In this model 6, the procedure used to predict ab- 
normal earnings and compute the intrinsic value is 
identical to the one explained for model 4: 


Ext] = o4 ElIxz 1] -o8EID, El 
+ OF [OV 401] +07 E, [Det] E [bv 1) 
+E Pine] 
where: 
E [v] VE Din] ol 
E [bv yr] = OE [bY nri] + Eat] 
E Wn] =YoE Lone] = 13: 
E [Dua] 20 if E[x2,,.- 1] <0 
EJO, ,]=1 if Elei, 1>0 


and 
—M [o | 
t=] (1+r) 


where T is 1,000 years. 

If the sign of expected abnormal earnings does 
not change in time, the intrinsic value will be iden- 
tical to the one obtained using Feltham and Ohlson 
(1995) ’s closed valuation formula but with differ- 
ent parameters for profit and loss firms, see equa- 
tion (3) above. 

Finally, we also consider model 5, which is a 
restricted case of model 6 but only includes the 
first “other information’ variable (v,,=0 and 
E [van] =0 in the expressions above). This model 
could also be considered as an extension of model 
4, when conservatism is taken into account. 


3.2. Measurement of data and variables 

The empirical analysis uses data from three dif- 
ferent sources. Historical accounting data are ob- 
tained from the Spanish National Securities 
Market Commission (CNMV-Comisión Nacional 
del Mercado de Valores). In particular, we use 
book value of equity and total earnings, as this is 
the only earnings measure that can satisfy the 
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Table 3 
Sample selection procedure 


Sample period: 1991—1999 


Abnormal earnings: 
124 firms with available data for the 9 year period 
— Missing accounting data in 1991—1999 
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Firm/year 


— Missing market data necessary for estimating betas in 1987-99 


— Firm/year observations for which book value is negative 
— Extreme abnormal earnings observations 


Total firm/year observations in 1991—1999 


Computed Intrinsic Values in 1993-1999; 


— Abnormal earnings of years 199] and 1992 (estimation period) 


— Missing analysts’ forecasts data 
Total estimated values in 1993-1999 


clean surplus relation.5 Stock return data are ob- 
tained from the monthly information provided by 
the Madrid Stock Exchange and are adjusted for 
subscription rights, stock splits and dividends. 
Analysts’ forecasts are obtained from I/B/E/S 
(International Broker Estimate System). To avoid 
scale problems,’ all variables are deflated by pre- 
vious year-end book value; an advantage of using 
this deflator is that it refers to abnormal profitabil- 
ity, and thus the economic nature of the LIM re- 
mains unaltered. 

To estimate abnormal earnings we first obtain 
the cost of capital (7) for each company based on 
the CAPM model P In consistency with the earn- 


? We are conscious that under the Spanish accounting rules 
there are few transactions that do not satisfy this condition; 
however the findings by Giner and Reverte (2006) suggest 
they would not affect the results of the study. 

Brown et al. (1999); Barth and Kallapur (1996); Easton 
and Sommers (2003), Barth and Clinch (1999) and Lo and Lys 
(2000) provide very interesting discussions on the problems of 
and solutions to the scale effect. 

* Previous studies have adopted different approaches to es- 
timate the cost of capital. Some use a common constant rate 
(Bernard, 1995; Dechow et al., 1999; Biddle et al., 2001), oth- 
ers use a common rate for all firms in the sample, which dif- 
fers between years (Stober, 1996; Ahmed et al., 2000; Choi 
et al., 2001), and others employ a different rate for each firm 
and year (Myers, 1999; Ota, 2002). 

? [t was computed each year as the median of the ratio: tax 
profit/profit before taxes for all firms in the sample. 

10 We employed the average monthly rate of the repos over 
Treasury Bonds, and used the historic series published by the 
Bank of Spain (see http//www.bde.es/) 

H Following Bartholdy and Peare (2001), we estimated firm 
betas using a 60-month window before the closing date of 
every annual period and required a minimum of 24 consecu- 
tive data. The market rate of return was calculated using the 
equally weighted average of all monthly stock returns. 

12 We used a 6% rate, suggested by Kaplan and Ruback 
(1995), and similar to that used in other studies, such as 
Sougiannis and Yaekura (2001); Courteau et al. (2001) and 
Easton et al. (2002). 





ings figure, we measure the cost of capital after 
taxes: r,=(1—tax,).[rf,+ B,(Rmkt—rf),| where: 


tax, : effective rate of tax profit in year t? 

rf, : risk free rate in year t!? 

B. : systematic risk of firm j 

(Rmkt—rf), : risk premium in year t! 

Our initial sample includes 170 firms. As in most 
of the other studies we exclude 38 financial and in- 
surance firms due to the different meaning of some 
accounting variables; another eight firms are ex- 
cluded as we do not have analysts’ forecasts. 
Therefore, our final sample contains 124 firms be- 
longing to different industries, although there is a 
predominance of manufacturing companies (33%). 
The fundamental variable in our analysis is abnor- 
mal earnings, and because of the lack of account- 
ing information or market data for some years, we 
omit 244 cases (about 22% of potential firm/year 
observations). Another 18 cases with negative 
book value are also ignored. Thus, we calculate 
854 abnormal earnings, and after eliminating 2% 
of the most extreme observations, 834 cases re- 
main; this allows us to estimate 603 intrinsic val- 
ues for each model for the period 1993-1999. 
Table 3 summarises the sample selection proce- 
dure followed in this study. 

The LIM parameters are estimated separately for 
each fiscal year. Regarding the contextual Ohlson 
model, @,, and OO, are the first order autore- 
gressive coefficients for the negative abnormal 
earnings and the positive ones respectively. As 
negative abnormal earnings are more transitory 
than the positive ones, we expect O, to be positive 
but close to zero, while O, 4-07, should be close to 
one (e.g. €; should be positive and statistically 
significant). They are estimated using all histori- 
cally available data from 1991 up to the forecast 
year in a pooled time-series cross-sectional regres- 
sion. y, is the first order autoregressive coefficient 
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Table 4 
Descriptive statistics (accounting data in €m) 
Mean 
5.76 
58.72 
576.41 
10.75% 
8.10% 
1.10 
24.45% 
1365.79 


Abnormal earnings (x7, 
Earnings (x; A 

Lagged book value (bv;, ,) 
Cost of equity capital (r; ) 
Risk-free rate (rf) 


Systematic risk (D, ) 


Effective tax-rate (tax,) 


Market value of equity (P,) 603 


Median 
—1.28 
15.14 
150.60 

10.38% 
7.67% 

1.07 

24.41% 

323.55 


Minimum Maximum Skewness Kurtosis 
-768.64 837.12 221 29.31 
—659.57 1804.80 4.65 30.88 
0.75 1346771 5.12 32.99 
2.85% 21.16% 0.24 2.40 
2.10% 12.59% 0.34 2.09 
—0.59 2.57 0.15 2.51 
24.02% 24.94% 0.32 2.48 
2.73 8091306 251 12.54 


Fixed conversion rate (1 euro = 166.386 ESP) is used to convert accounting data into €. 


for the first ‘other information’ variable, and is 
estimated using all historically available data from 
1992 up to the forecast year, using the same 
methodology. The ‘other information’ variable de- 
pends on the estimated persistence of abnormal 
earnings (see equation (5)), and is computed as the 
difference between the consensus of the analysts’ 
forecasts and the expectations based on current ab- 
normal earnings: 


nes fi (à ài, Pi) x7) 

{fil 

= Ge =r j bv) - (6, + OF Du dr 
for firm j in period t. 


The contextual Feltham and Ohlson (1995) 
model also requires estimating the conservatism 
parameters for both negative abnormal earnings 
and positive ones: (0,, and O, +O, respectively. 
All things being equal, the more (less) conserva- 
tive the firm is, the higher (lower) future abnormal 
earnings will be. Therefore, we expect «9, to be 
positive but close to zero (unbiased accounting), 
while (0,,+ 07, should be greater than 0, (e.g. 0f 
should be positive and statistically significant). 

In addition, the growth of book value of equity 
must be estimated to use this model. Although it 
can be based on the historic series of book value, 
the autoregressive model is problematic. If book 
value is increasing in time, the time series will be 
non-stationary; and if 054» (141), the book value 
of equity would increase indefinitely, and firm 
value could not be computed. Due to the low cost 
of capital at the end of the nineties, this could well 
happen in our sample. If w,,<(1+r), but œ, is 
close to 1+r, the value of the firm would be equal- 
ly high. Therefore, to measure œ, we follow 
Ohlson's suggestion (1998, footnote 9) and use 
the long term growth rate of the economy.? We 
think this is an appropriate solution in our re- 
search, as parameters do not vary among firms. 





We estimate the expected growth for each year t 
within the period 1992-1999 using the historic 
mean of the growth in the Spanish Gross 
Domestic Product (GDP) from 1986 to year t.'* 
The value of the estimated growth parameter is 1 
plus this mean growth. This can be considered a 
reasonable indicator of the expected sustainable 
growth of firms within a country; the rate is lower 
when there is an economic recession than in times 
of buoyancy, depending on investors’ sense of un- 
certainty. 

Regarding the second ‘other information’ 
variable v,,, it is obtained as the difference 
between the expected book value of equity based 
on all available information and its expectation 
based on the GDP growth: v,,=E,[bv,,,] —@,bv,. 
Taking into account the clean surplus relation, 
the expectation about book value at time t is: 
E [bv] 2 bv,j- E[x,] -E[d,,,]. In consistency 
with the estimation of the first ‘other information’ 
variable, we use the consensus analysts' earnings 
forecast to measure E,[x,,,]. As for the estimation 
of dividends, we have analysed the dividend pat- 
tern of Spanish companies and found there was 
a constant or slightly increasing tendency. 
Therefore, we compute: E,[d,,,|=(.+g,)d,, where 
g, is the expected growth in dividends. This 
expected growth has been computed as the 
median of the historic increase in dividends con- 
sidering all cases in the sample that pay divi- 
dends!5: (1--g,) 2 median (d/d, ,). Consequently, 


13 Previous papers have adopted different solutions. Myers 
(1999) uses the median of the ratio bv, /bv,, and Choi et al. 
[2001] use several fixed rates: O, 2, 4 and 6%. 

14 We select 1986 as the first year, as this was the year Spain 
entered the European Economic Community, now European 
Union. 

15 The estimation of this rate with an autoregressive model 
would have had similar problems as the estimation of the 
growth parameter of book value of equity indicated above. 
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the expected book value of equity is: 
El by,,,]=bv,+f/*'—(1+2,)d,, and this value, less 
the growth rate times the book value of equity, 
gives the second ‘other information’ variable. As 
the growth parameter considers the growth rate of 
all firms in the economy, the second ‘other infor- 
mation’ variable takes into account the differential 
growth rate of every firm, i.e., if a certain firm is 
expected to grow more or less than the rest 
(va, = E bv,, j] -@22,bv,, for firm j in period t). 

Table 4 provides the descriptive statistics con- 
cerning the key variables in the analysis. The first 
four rows refer to the 834 abnormal earnings (pe- 
riod 1991-1999), and the variables used to 
compute them: earnings, lagged book value and 
cost of equity capital. Then, the variables used to 
compute the cost of capital appear: risk-free rate, 
estimated systematic risk, and estimated effective 
tax-rate. Finally, the last row shows the market 
value of equity of the final 603 observations (peri- 
od 1993-1999) for which intrinsic values are esti- 
mated. 

All variables are positively skewed as usually 
happens with accounting figures due to the strong 
influence of large firms. It is worth noting that al- 
though the abnormal earnings mean is positive, the 
median is not, more than 50% of the cases are neg- 
ative, and the distribution shows a high degree of 
kurtosis, as one would expect in a competitive en- 
vironment. The extreme values of the distributions 
of the cost of capital and the risk-free rate are con- 
sistent with the strong reduction in interest rates 
which occurred during the 1990s mainly on ac- 
count of European convergence policy across the 
euro-zone. Finally, we refer to market capitalisa- 
tion which shows a wide range of variability in the 
sample; data not provided here indicate that, on 
average, the market price is double that of the 
book value of equity, suggesting a certain degree 
of conservatism.!ó 


4. Empirical results 

Following the research objectives, this section has 
been divided in three subsections. Firstly, we pro- 
vide the results obtained in the estimation of the 
contextual LIMs; these can be considered a direct 
test of the adequacy of our contextual approach. 
Secondly, we report the predictive accuracy of our 
six models compared with other accounting-based 
models. Thirdly, we measure the ability of all 
models to explain market prices in order to see if 
the new approach improves the basic one for valu- 
ation purposes. 


4.1. Predictive link:time series behaviour of 
abnormal profitability 

The first part of our empirical analysis examines 
the autoregressive coefficients on abnormal prof- 
itability, book value, and ‘other information’ de- 
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rived from the contextual OFO models, and com- 
pares them with those obtained in the non-contex- 
tual analysis. 

The second and third columns of Table 5 report 
the results derived from the Ohlson (1995) model. 
The persistence of abnormal earnings is between 
0.61 and 0.82, and the persistence of the ‘other in- 
formation’ variable between 0.16 and 0.39. Thus, 
the ‘other information’ mean reverts at about three 
times the rate of abnormal earnings. These results 
are in line with those obtained in the previous lit- 
erature (see Table 2), and are within the limits sug- 
gested in the LIM. The other six columns provide 
the results of the contextual analysis. The persist- 
ence of abnormal earnings differs between profit 
and loss firms. As expected, abnormal negative 
earnings are less likely to persist; their persistence 
is about 0.6 and suggests that negative losses re- 
vert in the long term, while positive ones persist at 
a higher rate close to 1 (according to the Wald test, 
it is not statistically different from 1). Therefore, in 
order to achieve stationarity in the following 
analyses, the coefficient for profit firms will be 
equal to 1. 

As for the regression referring to the “other in- 
formation’ variable, the last three columns provide 
the results. The autoregressive coefficients are be- 
tween 0.14 and 0.37, therefore within the limits es- 
tablished by Ohlson (1995). These values are 
lower than those obtained in previous research (see 
Table 2) and slightly lower than those obtained in 
the non-contextual analysis (in the third column); 
this could be due to the higher persistence of ab- 
normal positive earnings. 

Regarding the estimation of the Feltham and 
Ohlson (1995) model, the non-contextual results 
appear in the second and third columns of Table 6. 
They are similar to those obtained in previous re- 
search (see Table 2), the earnings persistence coef- 
ficients are between 0.53 and 0.71, therefore 
within theoretical limits. As for the book value, 
contrary to the assumption in Feltham and Ohlson 
(1995), the parameters are negative and significant 
during the first part of the period under analysis. 
However, at the end of the period they become 
positive. 

The other columns show the results of the first 
equation of the contextual LIM of Feltham and 
Ohlson (1995). As in Table 5, the persistence of 
abnormal negative earnings is intermediate, be- 
tween 0.48 and 0.68, indicating that they only re- 
vert in the long term. However, the positive 
abnormal earnings persist indefinitely, only in 
1995 the Wald test rejects that this is different to 1. 
The results of the conservatism parameter are 
more conclusive. They are always significant and 


16 Using US data, Frankel and Lee (1998) also obtain a mar- 
ket-to-book ratio of 2.18. 
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negative for loss firms while positive for profit 
firms, the difference being significant at 1% in all 
periods. Consequently, it can be argued that either 
the Feltham and Ohlson (1995) model does not ad- 
equately describe the effect of conservatism for 
loss-making firms, or that accounting for these 
firms is not conservative, but on the contrary is in 
fact aggressive. This could provide a rationale for 
the change in the sign of the coefficient observed 
in the non-contextual analysis (see the third col- 
umn in Table 6). Indeed during the second half of 
the 1990s, the good health of the Spanish economy 
allowed most firms to obtain positive. abnormal 
earnings;*” therefore, the conservatism coefficient 
IS positive as expected. 

The results of the other regressions of the 
Feltham and Ohlson (1995) LIM appear in table 7. 
As in Table 5, the persistence of the first ‘other in- 
formation' variable is higher when the sign of ab- 
normal earnings is not considered: the 
autoregressive coefficients vary from 0.39 to 0.52 
in the non-contextual analysis and from 0.26 to 
0.43 in the contextual one. 

Note that to measure the second 'other informa- 
tion' variable we need the growth in book value, 
which is based on the long term growth of the 
Spanish economy. The increase in GDP (column 
6) is consistent with the evolution of the Spanish 
economy, which was in recession during the years 
1992 and 1993, but improved throughout the 
decade, implying an increase in ROE and better 
growth expectations. The values obtained for the 
@ coefficient capture this effect and are lower 
than 1+r, in all cases. The results of the second 
‘other information’ regression appear in the three 
last columns of Table 7 and are consistent with the 
assumption in Feltham and Ohlson (1995); the es- 
timated values of the persistence coefficients are 
between 0.37 and 0.88. 

In summary, our empirical results support the 
Ohlson (1995) model, and in particular the contex- 
tual approach developed in this research. 
However, the results of the conservatism parame- 
ter are contrary to Feltham and Ohlson (1995)’s 
theoretical model. When we test the contextual 
version of this model, the results are slightly bet- 
ter; the sign of the parameter is contrary to the pre- 
dictions but only for the abnormal loss-making 


!7 Throughout the period 1991 to 1994, the average annual 
ROE for the firms in the sample was low, even negative (496, 
—496, —790 and 6%), while from 1995 to 1999 it increased from 
12% to 17%. 

18 Ahmed et al. (2000) report in Table 3 median returns of 
13.3% and 8.3% for firms with positive and negative parame- 
ter respectively. Considering that the cost of capital during the 
period under their analysis is between 10—1296, firms with 
positive (negative) parameter would have had positive (nega- 
tive) abnormal returns. 

1? These results do not vary if the variables are per share or 
deflated by total assets. 
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firms. These results are consistent with the prof- 
itability effect found in Ahmed et al. (2000), where 
less profitable firms have negative conservatism 
parameters.'® This suggests that the parameter is 
more linked to profitability than to the accounting 
system. Having said this, we want to point out that 
both aspects could be linked, i.e., loss-making 
firms might have aggressive accounting, while 
profit-making firms might have conservative ac- 
counting.?” 

In order to provide some evidence of parameter 
stability over time, Table 8 provides the main re- 
sults of the year-by-year cross-sectional regres- 
sions. The results of the contextual Ohlson (1995) 
first equation confirm that positive abnormal earn- 
ings persist generally at a high rate. However, neg- 
ative abnormal earnings are not stable over time as 
the estimated coefficients vary considerably. 
Moreover, during the first part of the decade nega- 
tive abnormal earnings are more persistent which 
is consistent with the behaviour of the Spanish 
economy at that time (see Table 7 for the growth 
rate of Spanish GDP). The results of the contextu- 
al Feltham and Ohlson (1995) LIM are very simi- 
lar. With regard to the conservatism parameter, 
they show the same trend as in the pooled regres- 
sions. Therefore, in general terms, these results 
confirm the parameter stability over time. In addi- 
tion as the valuation and forecasting tasks look 
into the future, and predictions should not depend 
on events in a particular year, we use regression 
coefficients based on pooled data. Thus, in the fol- 
lowing analyses we use the coefficients that appear 
in Tables 5 to 7. 


4.2. Predictive link: accuracy in predicting 
abnormal earnings 

In this section we report on the comparative 
analysis of the predictive accuracy of our six mod- 
els with two derived from the previous literature: 
the transitory model and the permanent one used 
by Dechow et al. (1999) which do not need the es- 
timation of any parameter. In addition we take into 
account the OFO models, using the parameters es- 
timated in the non-contextual approach. We con- 
sider several time horizons, from one to six years, 
and compute forecast errors by subtracting the ab- 
normal earnings forecast for year t+t from the re- 
alised abnormal earnings. All forecast errors are 
deflated by book value of equity: 


E ES = X9 Ku, 


Table 9 shows that considering the non-contex- 
tual models, the lowest forecast errors are obtained 
for the Ohison (1995) model: only in the very long 
term (five or six years) does the transitory model 
provide similar results. These results confirm 
Ohlson (1995)’s assumption about the reversion of 
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Table 9 


Accuracy of the abnormal earnings forecasts (Mean absolute forecast errors) 
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Absolute forecast errors are computed: LE, ,]-x?,,,)/ D, where Eli, d: abnormal earnings forecast 


for period t+t and firm j, computed as explain 


in section 3.1; xat+ty: abnormal earnings of firm j in period 


(t+t—1, t+t); DVi a: book value of firm j at time t+7T, t=1993-1998; t=1— years; N: number of forecast errors 


computed. 

Non-contextual 

models t=1 T2 
Transitory 0.0887*** . 0.0877*** 
Permanent 0.0582*** . 0,0807*** 
Ohlson (1995) 0.0457 0.0689*** 
Feltham and 0.0457 0.073 1*** 
Ohlson (1995) 

N 496 395 
Contextual models t=] t=2 

I 0.0603*** 0.0691* 

2 0.0542*** 0.0713** 
3 0.0457 0.0680 

4 0.0457 0.0654 

5 0.0457 0.0756*** 
6 0.0457 0.0764*** 
N 496 395 


T=3 T=4 t=5 1-6 
0.0833*** 0.0820*** 0.0822*** 0.0802*** 
KEE “O.1S2*Te HESE BEER 
0.0769*** = 0.0772*** 0.0824** 0.0831 ** 
0.09601*** — AH, (0.1478 ***-— (),1720F** 

306 222 142 65 

T-3 T=4 T= 1-6 
0.0703 0.0737 0.0754 0.0754 
0.0761* 0.0844*** . 0.0895*** 0.1006*** 
0.0706 0.0714 0.0759 0.0762 
0.0700 0.0709 0.0782 0.0811 
0.0089*** O.1148*** | 0.1388*** 0.1659*** 
0.0990***  0.1155*** = 0.1369*** = 0.1635*** 

306 222 142 65 


The lowest forecast errors appear in bold type. 


* With a significance of 1096, the forecast error significantly differs from the lowest forecast error 


** [dem at 3, ***Idem at 1% 


abnormal earnings to zero. The results also con- 
firm that analysts' forecasts of abnormal earnings 
are more accurate than the forecasts generated by 
the historical time-series models for horizons up to 
four years. The Feltham and Ohlson (1995) model 
produces less accurate predictions than the other 
models especially at long horizons, which could be 
due to the effect of the negative conservatism co- 
efficient. For all time horizons the contextual mod- 
els achieve lower forecast errors than the 
non-contextual ones. 

Jo provide a more rigorous analysis we per- 
formed a t-test on the equality of means using 
paired data. The null hypothesis is that the differ- 
ence in the forecast errors between two competing 
models has a zero mean. We choose as the base 
model for the comparison the one with the lowest 
forecast error in each time horizon. Thus, the tests 
indicate which models behave significantly worse 
than the best model. The results, with the only ex- 
ception of the following year prediction for the 
OFO models, show that the errors of contextual 
model 4 are significantly lower (generally at 196) 
than those derived from the four non-contextual 
models. Nevertheless, when long time horizons 
are considered, the two restricted contextual mod- 
els 1 and 3 produce as good forecasts as model 4. 


It seems that analysts' forecasts play a major role 
in the prediction of abnormal earnings but only at 
the short term horizon, about two years. Therefore, 
according to these results the best way to predict 
abnormal earnings is to consider negative abnor- 
mal earnings as purely transitory or less permanent 
than positive abnormal earnings, which appear to 
remain during a relatively long period. 

Models 5 and 6 produce the largest forecast er- 
rors; in order to appreciate if their poor perform- 
ance is related to the sign of abnormal earnings, 
Table 10 shows separately the forecast errors de- 
rived from the two groups of profitable and non- 
profitable firms. The average forecast errors of 
firms with expected positive abnormal earnings 
are very similar for the six models considered and 
lower than those derived from loss-making firms. 
T-tests of difference of means reveal that in most 
of the cases the differences are not significant, so 
these results suggest models 5 and 6 forecast ab- 
normal earnings as accurately as the Ohlson mod- 
els for profit-making firms. However, when 
loss-making firms are considered they perform 
poorly. We attribute these results to the negative 
conservatism parameter obtained in the contextual 
LIM. To forecast abnormal earnings for loss-mak- 
ing firms, the best strategy is to use model 4, 
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Table 10 


Accuracy of the abnormal earnings forecasts considering the sign of abnormal earnings 


Absolute forecast errors are: |(E|[x?.. 
t+t and firm j, computed as explain 


] 7X8) / bv where El 
in section 3.2; 


Hy 


Ht 
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]: abnormal earnings forecast for period 
x; abnormal earnings of firm j in period (t*t-1, t+); 


bv; =: book value of firm j at time t+t, t=1993-1998; t=1—-6 years; N: number of forecast errors computed. 


(+) Observations with positive expected abnormal earnings: E[D,,, |: 1 
(—) Observations with negative expected abnormal earnings: E[D,,,] =0 


Model t=] t=2, 

1 (+) 0,0426** 0,0529 

2 (+) 0,0426** 0,0529 

3 (+) 0,0405 0,0549* 

4 (+) 0,0405 0,0553* 

5 (+) 0,0405 0,0555* 

6 (+) 0,0405 0,0561* 
LG 0,0769*** . 0,0816 

2 0 0,0665*** . 0,0862* 
30 0,0519 0,0800* 

4 (-) 0,0519 0,0747 
5Q 0,0519 0,094] *** 
6 (-) 0,0519 0,0951*** 
N 496 395 


T3 T=4 T-5 t=O 
0,0573 0,0711** 0,0718 0,0739 
0,0573 0,0711** 0,0718 0,0739 
0,0593 0,0678 0,0775 0,0819 
0,0606 0,0651 0,0781 0,0883 
0,0615 0,0604 0,0732 0,0908** 
0,0626 0,0624* 0,0733 0,0911** 
0,0782 0,0750 0,0769 0,0758 
0,0876** 0,0014*** 0,0969F** 0,1080*** 
0,0788 0,0735 0,0752 0,0741 
0,0769 0,0743 0,0782 0,0786 
0,1258***  (0,1466*** . 0,1682*** 0,1924*** 
0,1268*** 0,1467*** 0,1655*** — 0,189] *** 

306 222 142 65 


The lowest forecast errors appear in bold type. 


* With a significance of 1096, the forecast error significantly differs from the lowest forecast error 


** Idem at 596 ***Idem at 1% 


which takes into account analysts' forecasts. 
However, for long time horizons models 1 and 3, 
which consider negative abnormal earnings as 
purely transitory, provide similar results. This sug- 
gests abnormal negative earnings revert to zero 
after about four years. For this subgroup of firms, 
taking into account analysts’ information and 
using a close-to-zero persistence of abnormal 
earnings seems to be the best strategy. 


4.3. Valuation link:explanation of stock prices 

The relative ability of the six competing valua- 
tion models to explain contemporaneous stock 
prices is shown in Table 11, where we show the 
mean and median intrinsic value/market price 
(V/P) ratios; as previously we include the four 
non-contextual models. We calculated the ratio for 
each firm and year in the period 1993—1999, thus 
in total we estimated 603 ratios for each model. 
The expectation is that the contextual models pro- 
vide an unbiased estimation of the value of equity, 
so the statistics should be close to one, while the 
non-contextual models should provide a more bi- 
ased result. 

In this analysis, we used a t-test to examine if 
the mean of the V/P ratios for each model is equal 
to 1. In addition, we tested the equality of the V/P 


medians using the Wilcoxon signed-ranks test. The 
results in panel A of Table 11 for the four non-con- 
textual models are in line with those obtained in 
the literature (see Dechow et al. 1999 and Myers 
1999). All these models undervalue equity relative 
to the stock market; the mean and median ratios 
are lower than 0.8, significantly different from | at 
1%; V/P is lower than that value in approximately 
75% of the observations. Panel B reports the re- 
sults of the contextual models; firm valuation 
improves and the number of cases with undervalu- 
ation and overvaluation is more balanced. There 
are two models that obtain unbiased results: mode] 
1, which considers extreme persistence according 
to current profitability; and model 3, which takes 
into account the ‘other information’ and uses a 
transitory model if expected abnormal earnings are 
negative, and a persistent model if expected ab- 
normal earnings are positive. These results are 
consistent with those obtained in the predictive 
link (Tables 9 and 10). 

However, models 5 and 6 overvalue equity rela- 
tive to the stock market. This is a paradoxical re- 
sult, because in the non-contextual analysis the 
Feltham and Ohlson (1995) model undervalues eq- 
uity. In an effort to understand these anomalous 
results, we have disaggregated the observations 
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taking into account the sign of abnormal earnings. 
Panel C in the same table reports the results. Firms 
with expected positive (negative) abnormal earn- 
ings have the largest positive (negative) errors 
when models 5 and 6 are used. Considering the 
number of observations, there is a clear relation- 
ship between the sign of the abnormal earnings 
and the over/undervaluation (about 87% of firms 
with positive abnormal earnings are overvalued, 
and about 97% of those with abnormal losses are 
undervalued). It is our belief that this could be due 
to the sensitivity of the intrinsic values to the con- 
servatism parameter. As this parameter affects 
book value, and book value grows in time, if the 
conservatism parameter is positive (negative), ex- 
pected abnormal earnings increase (decrease) at 
high rates instead of reverting to zero; as comput- 
ed intrinsic values become too high (low), this im- 
plies large positive (negative) valuation errors. 
Regarding the four Ohlson (1995) based models, 
panel C suggests they are able to explain the prices 
of both types of firms similarly. The four models 
perform nearly equally for profitable firms (recall 
that they assume high persistence @,,=1), although 
including analysts' earnings forecasts produces a 
slight overvaluation. However, according to the 
mean ratios only models 3 and 4 explain prices of 
loss-making firms without bias. Both models in- 
clude the ‘other information’ variable, and the per- 
sistence parameter for abnormal negative earnings 
of model 4 is about 0.59 (see the fourth column in 
Table 5). Therefore, it seems that investors consid- 
er bad performance as relatively persistent and 
they pay attention to analysts' forecasts. 

This evidence suggests that the best strategy for 
the valuation task is to employ the accounting val- 
uation models based on Ohlson (1995) which con- 
sider analysts' forecasts and use high persistence 
parameters for firms with positive abnormal earn- 
ings and use lower, or even zero, parameters for 
firms with negative abnormal earnings. 

We also estimate the valuation accuracy of each 
model. Table 12 reports the mean and median ab- 
solute valuation errors obtained with the 603 in- 
trinsic values; to this end we subtracted the 
Observed stock price t from the intrinsic value and 
divided by that price: (|V,,—P,,|)/P,,. We per- 
formed t-tests to examine whether the difference in 
the valuation errors between two competing mod- 
els has a zero mean comparing each valuation 
model error with the lowest one. As for the com- 
parison of the median errors, we performed tests 
on the equality of medians using the Wilcoxon 
matched-pairs signed-ranks test. 

Panel A provides the results of the non-contextu- 
al analysis; all models generate large valuation er- 
rors, the smallest undervaluation was obtained 
with the Ohlson (1995) model and the largest with 
Feltham and Ohlson (1995), 0.39 and 0.60 respec- 
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tively. These errors are in line with previous re- 
search; Dechow et al. (1999) obtain about 0.40 with 
all models they use, and McCrae and Nilsson 
(2001) get 0.49 when the first ‘other information’ 
variable is not included and 0.46 when it 1s consid- 
ered. When the errors derived from the profit-mak- 
ing firms and the loss-making firms are separated 
(see the four last columns), in the first group the per- 
manent model achieves the lowest mean error, 0.37, 
while in the second group the transitory model pro- 
duces an error of 0.35. These results suggest the ad- 
equacy of adopting a contextual approach to the 
valuation, as proposed in this research. 

Panel B reports the valuation errors of the con- 
textual models; they are consistent with the evi- 
dence obtained in our previous analyses. Models 1 
to 4 derived from Ohlson (1995) are more accurate 
than the non-contextual ones. The mean and medi- 
an difference tests indicate that models 1, 3 and 4 
have valuation errors similar, but significantly 
lower (at 195) than the errors generated by the non- 
contextual Ohlson (1995) model. It appears that 
investors perceive abnormal profits as permanent 
(recall that the four models use @,,=1 for this type 
of firm), and abnormal losses as more or less tran- 
sitory. However, model 2 is significantly (at 1%) 
less accurate than the other three models. In the 
fourth and sixth columns we report the mean errors 
of firms with expected positive and negative ab- 
normal earnings. The valuation errors are lower 
for profitable companies than for loss-making 
firms (the lowest in the first group is 0.34 while in 
the second group is 0.36). Model 3, which incor- 
porates the first *other information' variable, is the 
most accurate for the positive abnormal earnings 
cases. However, the four contextual models based 
on Ohlson (1995) perform similarly. When dealing 
with observations of negative abnormal earnings, 
models 1, 3 and 4 generate the most accurate val- 
uations, while model 2 is significantly (at 196) 
worse than any of them. The median tests provide 
similar results. Therefore, it seems that to use an 
intermediate parameter (about 0.59) is not as ade- 
quate as using a null parameter (model 1 and 3) or 
taking into account analysts' forecasts (model 4). 
Regarding models 5 and 6, the results are not sur- 
prising; they achieve the least accurate results, 
mainly for loss-making firms 29 


Sensitivity analysis of the conservatism 
parameter 

To analyse if the conservatism parameter could 
have influenced the poor results achieved in the 


2 We have repeated the study without considering the possi- 
ble switch of sign in expected abnormal earnings. We used a 
constant dummy D that takes a value of 1 in all periods if cur- 
rent abnormal earnings are positive and 0 otherwise. The results 
are similar to those presented here. The results also remain un- 
altered if the constant dummy D takes a value of 1 if expected 
abnormal earnings for t--1 are positive and 0 otherwise. 
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predictive link and in the valuation link with the 
Feltham and Ohlson (1995) model, we performed 
additional tests. As the seventh column of Table 6 
indicates, the conservatism parameter is positive 
for firms with positive abnormal earnings and 
lower in years 1993 and 1994 than others. Results 
not reported here indicate that in 1993 the V/P ra- 
tios for models 5 and 6 are about 0.70 (undervalu- 
ation), while for 1994 are about 2 (overvaluation); 
this suggests that for the valuation task, to employ 
a parameter of @,,=0.001 is probably too low, 
while ®,.=0.019 is too high. It seems that the re- 
sults are sensitive to the conservatism parameter, 
and this could explain the poor results of the 
model. We re-calculated the valuation errors for 
models 5 and 6, using the values estimated for the 
LIM (in Tables 6 and 7) but with different values 
for the conservatism parameter, between —0.02 and 
0.02 lower in absolute terms than those obtained in 
the estimation of the LIM (see Table 6). Results 
not reported here indicate that the errors are very 
sensitive to the value of the parameter, and the 
model only explains with relative accuracy market 
prices when it is between 0 and 0.0025. 
Nevertheless, the valuation errors were never 
lower than those obtained with the Ohlson (1995) 
model ?! 


5. Conclusions 

This paper provides an empirical assessment of the 
OFO models distinguishing between firms with 
positive and negative abnormal earnings. This dis- 
tinction is based on the results of Hayn (1995) and 
Collins et al. (1999) that show that investors have 
different perceptions about profit and losses. We 
use two different contextual linear information dy- 
namics, which imply different earnings prediction 
models and different valuation functions for prof- 
it-making firms and loss-making firms. We want to 
highlight the effort made in order to measure the 
second 'other information' variable employed to 
predict the future book value in the Feltham and 
Ohlson (1995) model, something that has not been 
considered in previous published empirical stud- 
ies. Our empirical analysis refers to the period 
1992-1999, and uses a sample of Spanish firms 
quoted on the Madrid S.E. Our results suggest that 
the contextual approach improves the prediction of 
future abnormal earnings and the explanation of 
current prices. 

Regarding the estimation of the LIM coeffi- 
cients, our empirical results generally support the 
Ohlson (1995) model, and in particular the contex- 
tual approach developed in this research. 
However, as in the previous empirical literature 
the results of the conservatism parameter of the 
Feltham and Ohlson (1995) model are contrary to 
the theory. The contextual version of this model 
provides slightly better results than the original 
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one; the sign of the parameter is contrary to the 
predictions, but only for firms with negative ab- 
normal earnings. 

As for the prediction of abnormal earnings, the 
Ohlson (1995) model generates the lowest forecast 
errors, and only in the long term the transitory 
model provides similar results. These results con- 
firm Ohlson's assumption about the reversion of 
abnormal earnings to zero. However, the accuracy 
of the contextual models is higher for all time 
horizons. Although models derived from Feltham 
and Ohlson (1995) produce the largest forecast er- 
rors, if we separate those obtained for loss-making 
firms and profit-making firms, the results show 
that the largest forecast errors derive from the 
former. 

These results suggest that the contextual models 
that use high persistence parameters for abnormal 
earnings are the best strategy to forecast abnormal 
earnings for a profit-making firm. As for a loss- 
making firm, the best strategy is to use a contextu- 
al model that considers a null persistence 
parameter, or an intermediate one that includes an- 
alysts’ forecasts. 

The results for the valuation link are consistent 
with those obtained in the predictive link. They 
support the use of models based on Ohlson (1995) 
which consider different persistence parameters 
for firms with positive and negative abnormal 
earnings (or a transitory model if abnormal earn- 
ings are negative, and a persistent one if they are 
positive), and take into account the first ‘other in- 
formation’ variable. 

To summarise, our results confirm that investors 
perceive positive and negative abnormal earnings 
differently. Firms with negative earnings are val- 
ued using transitory models or models that consid- 
er a lower persistency relative to firms with 
positive abnormal earnings, while firms with posi- 
tive abnormal earnings are valued using perma- 
nent models. 

To conclude, we would like to mention some 
limitations of our research. First, the sample size is 
not large, including only 124 firms, and the analy- 
sis is limited to a 10-year period. Therefore, we 
have been forced to use the methodology of pooled 
time-series cross-sectional regressions. Second, as 
in many other studies the measurement of the vari- 
ables is based on a number of assumptions that 
could affect our results. Third, the first ‘other 
information’ variable is based on the analysts’ 
forecasts, so it assumes they are unbiased and in- 
corporate all available new information, but there 
is certain evidence that contradicts these ideas. As 


21 These results remain unaltered for the loss- and profit- 
making firms when different growth parameters (@,, between 
1 and 1.03) and different values of the persistence parameters 
(à, and y, between 0.25 and 0.75) are used. 
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for the second ‘other information’ variable, we are 
aware that its estimation has implied some ar- 
guable assumptions, but there are no empirical 
studies to compare with. Finally, we have to refer 
to the impact of the possible switches in sign. 
Although solved empirically, we recognise there 
are theoretical problems in the solution, as we 
have not taken into account the random nature of 
the variables. 
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The ABI guidelines for share-based incentive 
schemes: setting the hurdle too high? 


Brian G. M. Main* 


Abstract— This paper examines, from the perspective of the pay-performance connection, the guideline principles 
issued since 1984 by the Association of British Insurers (ABD) in connection with the operation of share-based in- 
centive schemes for executives. In particular, attention is paid to the marked change in emphasis that emerged in 
the 1999 guidelines. The four main dimensions to these guidelines concern: (i) phasing of issue by use of regular 
awards; (ii) setting of performance criteria (hurdles) against a peer group or bench-mark; (iii) restricting any re-test- 
ing of satisfaction of such performance criteria; and (iv) instituting a sliding scale of reward contingent on the per- 
formance out-turn against criteria, Results are derived from a simulation over a 14 year period of the 
implementation of such guidelines in a sample of companies traded on the London Stock Exchange. Empirical re- 
sults suggest that the pay-performance connection is not always made stronger by setting the hurdle ever higher, 
and that higher hurdles are best tempered by some latitude in terms of re-testing. The results also highlight the im- 
portance of the choice of method of reporting the performance of Executive Share Options when communicating 


with shareholders and other stakeholders. 


1. Introduction 
Since the passage of the Finance Act 1984, 
Executive Share Options (ESOs) have become an 
increasingly important component of executive re- 
muneration. In addition to the tax advantages ini- 
tially available by satisfying some relatively mild 
conditions, this means of remuneration continues 
to hold out the possibility of achieving a clear link 
between the executive's pay and company per- 
formance. Studies in the US (e.g., Jensen and 
Murphy, 1990a and Hall and Liebman, 1998) and 
in the UK (e.g., Main et al., 1996 and Conyon and 
Murphy, 2000) have established that equity com- 
ponents of pay such as share options serve to 
strengthen the pay-performance relationship in the 
boardroom. From the initial outbreak of board- 
room enthusiasm for this means of executive re- 
muneration, the prospect of equity dilution 
through over-zealous use of such schemes prompt- 
ed institutional shareholders to take an interest. In 
particular, the Association of British Insurers 
(ABI) has, through the promulgation and dissemi- 
nation of various codes of practice,! emerged as 
the lead organisation in the regulation of these 
share-based incentive schemes. 

The most recent set of consolidated ABI guide- 
lines was issued in November 2005 and reflects a 
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E-mail: Brian.Main@ed.ac.uk 
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prolonged process of external scrutiny of top exec- 
utive pay practices and procedures. A process 
which through the Cadbury (1992), Greenbury 
(1995), Hampel (1998), and Higgs (2003) reports 
can best be described as self-regulation although 
the recent introduction of the  Directors' 
Remuneration Report Regulations 2002 represents 
a rare government intervention. One consequence 
of these various reports, and of the Greenbury 
Report in particular, was to move companies away 
from ESOs towards more complex Long Term 
Incentive Plans (Ltips).* Nevertheless, ESOs re- 
main empirically important and continue to pro- 
vide a standard against which other incentive pay 
schemes may be judged. 

The ABI (1999) guidelines mark a fairly radical 
departure from what had gone before. The detail of 
the development of these guidelines and the way in 
which they provide guidance to boards and remu- 
neration committees is provided below but, in 
essence, the novelty comprises a move away from 
using the 'four-times-emoluments' guide as a ceil- 
ing for option issue towards encouraging a 'phas- 


! See, for example, Association of British Insurers (1987, 
1991, 1993, 1994, 1995, 1999, 2001, 2003, 2004, 2005). 

? Blundell and Robinson (1999) provide an extensive dis- 
cussion on the prevalence and potential of such arrangements 
in the economy. 

3 The main impact being that shareholders are allowed to 
vote on the report of the remuneration committee. See the 
origina] discussion paper DTI (1999). See also the report in 
the Financial Times 21 May 2003:21, for a discussion of the 
rejection of the GlaxoSmithKline (CEO Dr Jean-Pierre 
Garnier) remuneration report. This is the most dramatic use of 
these powers to date. 

* For an examination of the impact of this move to Ltips, see 
Buck et al. (2003). 
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ing” of ESO issue in a regular manner, in prefer- 
ence to having a somewhat lumpy issue once every 
three or four years. Markedly more emphasis is 
now placed on setting challenging performance 
criteria (or *hurdles') before the ESOs vest, and 
performance is to be judged on a relative basis, 
using peer groups or performance bench marks. 
One version of a challenging performance criteri- 
on mentioned but not specifically required in the 
ABI guidelines, and certainly commonly touted in 
the business press, 1s the 1ssue of executive share 
options with a strike price that is at a ‘premium’ to 
the market price. This alternative will also be ex- 
amined below. 

In addition, the new ABI guidelines discourage 
remuneration committees from permitting a sec- 
ond or further chance to meet the performance 
conditions (‘re-testing’) if these are not fully satis- 
fied at the first opportunity? Finally, the reward for 
the attainment of targets is encouraged to be on a 
sliding scale (where the reward or proportion of 
options vesting increases with the level of per- 
formance once a certain threshold is surpassed). In 
all of this, it should be stressed that the actual ABI 
guidelines nowhere prescribe the behaviour of re- 
muneration committees. Recommendations only 
are given exceptions are permitted, and remuner- 
ation committees and boards are free to depart 
from these guidelines. This reflects the “comply or 
explain' approach to governance that has been 
adopted in the UK. The practical reality is, howev- 
er, that the ABI guidelines are adhered to very 
carefully. 

The new ABI guidelines also place emphasis on 
the challenge of reporting to shareholders the ex- 


3 Options typically vest after three years and the perform- 
ance period is usually the most recent three-year period. 

6 This is seen, for example, in the fifth paragraph of the ABI 
(1999) guidelines which states 'It is hoped that remuneration 
committees and company boards will also have regard to these 
principles in developing and implementing share incentive 
schemes.’ 

7 In fact, UITF (Abstract 10) of the Accounting Standards 
Board (1994) does require basic option-related information to 
be reported in a footnote to the accounts. Reporting standards 
were further tightened by the Directors' Remuneration Report 
Regulations 2002. 

For earlier work examining the pay-performance relation- 
ship brought about by executive share options, see Main et al. 
(1996) and Yermack (1995). And for a discussion of UK poli- 
cy in this area, see Conyon et al. (1995). 

? Ball et al. (2005), Carrett and Wong (2002) and Hull and 
White (2004) present analytical approaches to the valuation 
issue. 

!? Choudhary and Orszag (2003) offer a probability-based 
measure of assessing whether each company's existing per- 
formance hurdles reflect tough pay-performance conditions 
set in place by company boards. 

! Although we assume we are dealing with the chief exec- 
utive officer (CEO), the salary data as reported on Datastream 
refer to that of the highest paid director. 
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pected value of such rewards. This facilitates a 
move away from the traditional practice of neither 
reporting? nor recognising the cost of servicing 
ESOs, and anticipates the introduction of the 
International Accounting Standards Board's 
(2004) IFRS 2, which requires the reporting and 
recognition of share-based payments as an ex- 
pense. This challenge is, of course, mirrored in the 
difficulty of assessing the impact of the ABI guide- 
lines on the pay-performance linkage confronting 
the executives being remunerated under such 
schemes $ There are sufficiently many inter-related 
conditions suggested by the new ABI guidelines 
that evaluating their performance on the pay-per- 
formance relationship using a theoretical approach 
would require some very strong assumptions.? We 
have, therefore, adopted a more empirical method 
of estimation, whereby various combinations of 
the guidelines are simulated on data from a given 
set of companies. 

While some previous work in this area has fo- 
cused on estimating the observed pay-performance 
connection in samples of companies while ignor- 
ing the institutional setting,!° this paper takes ex- 
plicit account of the influence in the process of 
institutions, the ABI in particular. One further un- 
usual feature of this paper is that it uses data to 
shape empirical estimates of the impact of institu- 
tional rules on the pay-performance connection. 
Using a sample of some 101 companies!! traded on 
the London Stock Market over the 1984—1997 pe- 
riod, the method involves adopting various partic- 
ular specifications of the ABI guidelines and 
applying them in each company at the start of 1984 
and computing the reward that the CEO would 
earn under each specification as events unfold 
through to 1997. The fortunes of such CEOs over 
the period are then used to study the impact of 
each particular variation of the ABI guidelines on 
the pay-performance connection. 

Previous commentators have restricted them- 
selves to more general comment or interpretation 
on the institutional influence. While some of these 
studies have highlighted important considerations, 
such as the taxation and dilution issues raised by 
Egginton et al. (1993), none has previously at- 
tempted to quantify the impact of these rules on 
pay-performance sensitivity. 

In the following section of the paper, some back- 
ground information is provided concerning the 
idea of performance related pay in the boardroom 
and the development of the ABI guidelines over 
the years. This is then followed by a section which 
explains how the empirical data are constructed 
and the methods used. The next section then pres- 
ents an analysis of the results obtained and the 
paper ends by offering some policy discussion in 
the light of the conclusions that can be drawn from 
these results. 
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2. Pay for performance in the boardroom 


and the ABI guidelines 

The standard framework in which to analyse exec- 
utive pay is that of agency theory. The lack of di- 
rect supervision of the chief executive officer 
(CEO) suggests that the board should set in place 
a payment mechanism that aligns the incentives or 
interests of the executives with the interests of the 
Shareholders or the company at large. Fama 
(1980), Jensen and Meckling (1976), and Rosen 
(1992) are well known proponents of this princi- 
pal-agent view, and recent empirical applications 
can be found in Core et al. (2003b) and Fenn and 
Liang (2001). Alternative views such as Pettigrew 
and McNulty (1995), based on power and influ- 
ence, also exist. Empirical support for such power- 
based views is comprehensively summarised in 
Bebchuk and Fried (2004), but as Murphy’s 
(1999:2542) recent survey of the area makes clear, 
‘Overall, the evidence is consistent with the hy- 
pothesis that stock based incentives are important 
drivers of managerial action and corporate per- 
formance.'”’ Further discussion along these lines 
can be found in Core et al. (2003a). 

In a useful survey paper, Conyon and Sandler 
(2000) review the UK evidence available on the 
pay-performance relationship at the boardroom 
level. The majority of studies reviewed use a 
measure of CEO pay that ignores the equity com- 
ponent that Murphy (1999) finds to be so impor- 
tant. The few exceptions mentioned include 
Conyon and Murphy (2000) which finds a signifi- 
cant connection between pay and performance 
among UK companies — although empirically 
more modest than found in a similar sample of US 
companies (with a mean UK pay for performance 
sensitivity of 2.33% versus a mean in the US of 
4.18%). Conyon and Sadler (2001: 260) show that 
0.18% of the UK effect is due to option holdings. 
The UK results echo those for the US of Hall and 
Leibman (1988) and Aggarwal and Samwick 
(1999), both of which studies employ a salary plus 
change in value of executive share option holdings 
measure of CEO remuneration. 

The purpose of this paper is to recognise that 
such theories must be interpreted within an institu- 
tional framework. Within the UK, one of the most 
powerful influences on that framework is the set of 
guidelines issued and maintained by the ABI. The 
hypothesis investigated here is that recent revi- 
sions of the ABI guidelines may have had the un- 
intended consequence of inhibiting the range of 
pay-performance outcomes that are available to 
the board. This hypothesis will be investigated by 
utilising a sample of companies and their recent 
performance to analyse the impact of various con- 
figurations of the ABI guidelines on the pay-per- 
formance relationship. The aim will be to assess 
the extent to which the board’s ability to craft a 
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strong pay-performance relationship is condi- 
tioned by the ABI guidelines. 

Before turning to a detailed discussion of the 
methodology deployed and the measurement is- 
sues involved, it is first useful to consider briefly 
the development of the ABI guidelines. In an at- 
tempt to foster the adoption of a more explicit cul- 
ture of performance related pay in the 
boardroom, the government of the day intro- 
duced the concept of 'approved share option 
schemes’ under the Finance Act 1984. Until this 
point, any gains from ESOs were treated as in- 
come and taxed accordingly (up to a rather puni- 
tive top rate of 8396 in early 1979). Although the 
top rate of income tax was reduced to 60% in 
1979, the prospect held out by the Finance Act 
1984 was that ESOs operating under certain re- 
strictions could have their gains taxed as capital 
gains (which then faced a more attractive 30% tax 
rate). The principal restriction imposed by the 
Inland Revenue, in order to limit the tax-expendi- 
ture implications of this concession, was that the 
face value (the exercise price times the number of 
shares under option) of options issued under such 
schemes should be limited to four times the annu- 
al emoluments of the relevant executive.!* 

With the vast majority of ESOs being serviced 
through shares by subscription (newly issued 
shares) rather than by acquisition (open market 
purchase), and with shares by subscription being 
neither recognised nor reported in the earnings 
statement, institutional shareholders were alarmed 
at the prospect of equity dilution.'? In drawing up 
a set of guidelines,? the ABI seems to have 
reached for the existing Inland Revenue Code. 
These ABI guidelines were almost universally 
adopted," to the extent that it seemed to become a 
rule or an entitlement that all executives at board 


12 Hall and Murphy (2003) offer a rejoinder to Bebchuk and 
Fried's (2004) arguments, while not denying the existence of 
areas where the design and implementation of executive share 
option programmes could be substantially improved. 

13 Performance related pay can be viewed as part of the con- 
tractual approach to corporate governance (see Shleifer and 
Vishny (1998) and Baker et al. (1988) for a more detailed re- 
view and discussion). 

14 There were also Inland Revenue conditions requiring a 
minimum three year vesting period and a maximum 10-year 
life. Annual emoluments are essentially defined as base pay 
plus bonus. 

I5 This is an area that is examined by Egginton et al. (1993). 
One impact of the Greenbury and Hampel reports has been a 
reversal of this pattern and an increased propensity to use mar- 
ket purchases of shares to meet vesting of awards under Ltips 
and ESOs. 

16 The National Association of Pension Funds (1984) origi- 
nally issued their own, almost identical, guidelines. 

17 Main (1993) provides a description of the organisational 
arrangements for pay setting in the board room, and Main 
(1999) discusses recent developments in the use of executive 
share options. 
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room level would be issued with options to the 
value of four times emoluments. The fact that such 
a uniform distribution of ESOs is unlikely to rep- 
resent an efficient outcome in terms of providing 
individual executives with the appropriate incen- 
tive — a situation that is likely to vary from com- 
pany to company and, indeed, executive to 
executive — was highlighted by Main (1994). 
Admittedly, some latitude was provided under re- 
vised ABI guidelines, which included provision 
for so-called ‘super options’ involving an addition- 
al four times emoluments in options, but the asso- 
ciated performance conditions!® were sufficiently 
steep to deter most companies from deploying 
them. 

Although the intention of the ABI was always 
that their guidelines should be used by boards and 
remuneration committees to guide their remunera- 
tion policy, a succession of revisions (concerning 
considerations such as the entitlement to reissue 
options within a 10-year period if a previous 
tranche had been exercised) resulted in these very 
ABI guidelines effectively being used as the 
‘rules’ by boards and remuneration committees. 
This in spite of the fact that any tax advantage 
gained by adhering to the original Inland Revenue 
conditions for approval had, to a large extent, been 
swept away with the Finance Act 1988, which not 
only reduced the top rate of income tax to 40% but 
harmonised high taxpayer’s capital gains tax with 
their marginal income tax rate.? Only with the 
Greenbury Report (1995) was the pre-eminence of 
the ABI guidelines dented, and then only due to a 
movement by companies toward Ltips and away 
from ESOs. The ABI (1999) guidelines can be 
seen as an attempt to include all share-based exec- 
utive incentive schemes,” but they also represent 
a marked departure from the previous implicit one- 
size-fits-all approach. Companies are now free to 
issue options at some proportion of an executive's 
cash pay and to do so on an annual basis. In return, 
however, perhaps stung by the widespread past 
criticisms of what are widely (but often incorrect- 
ly?!) perceived to have been unnecessarily gener- 
ous ESOs, the ABI has included some strong 
encouragement toward the inclusion of demanding 
performance criteria. These criteria are required to 
be relative to a peer group of companies or to some 
benchmark performance standard. 

The following four points capture the salient as- 
pects of the post-1999 ABI guidelines: 


(i) a movement away from the traditional option 
scheme with its four times emoluments limit 
towards phased grants — on an annual or some 
other regular basis: ((PHASING”). 


the use of challenging performance criteria 
relative to an appropriately defined peer 
group or other relevant benchmark, with total 


(i) 
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shareholder return being acceptable as the 
primary criterion where it is supported by a 
defined secondary financial criterion, e.g. 
earnings per share. Performance criteria to 
demand a minimum of median level perform- 
ance but with a sliding scale towards superior 
performance: (*RELPERF"). 


a single predetermined performance measure- 
ment period is encouraged and the ability to 
'retest' performance over successive periods, 
if performance originally falls short, is dis- 
couraged: (no ‘RETESTING’). 


(iv) while the issuing of options with a strike price 
at a premium to the prevailing market price is 
not accepted as a substitute for performance 
conditions, i.e. performance hurdles, it is al- 
lowed as a possibility: (“PREMIUM”). 


As indicated above, the new-approach guide- 
lines also emphasise the importance of providing 
from the outset some notion of the expected value 
of the awards granted. Under the UITF(Abstract 
10) guidance of the Accounting Standards Board 
(1994) and strengthened by the Directors” 
Remuneration Report Regulations 2002, the annu- 
al accounts are required to contain the basic infor- 
mation that might allow the calculation of such 
values, but the reality is that the existence of per- 
formance conditions and other restrictions ensure 
that only the most approximate of estimates can 
be made from these data. The International 
Accounting Standards Board rule, IFRS2, now 
forces this issue as of financial years beginning 
after 1 January 2005. 

The main thrust of the ABI regulations is in- 
vestor protection through avoidance of hidden lia- 
bilities in executive contracts, and an attempt to 
ensure that the executive earns any shares award- 
ed. No effort is made in the UK to inhibit execu- 
tives from counteracting the incentive aspects of 
ESOs by taking a countervailing position in the 
company's shares through hedging in the deriva- 
tives market, although Company Law require- 
ments on the disclosure of contracts for difference 
may effectively rule out such actions. In the US, 


— 
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18 These demanded a minimum vesting period of five years 
and growth in earnings per share that placed the company in 
the upper quartile of the FTSE-100 performance. 

1? The residual tax benefit lay in avoiding any tax until the 
underlying shares themselves were sold (as opposed to the op- 
tions being exercised) and the tax shield provided by the an- 
nual capital gains tax allowance - something most senior 
executives are likely to have exhausted in any case. 

20 And, indeed, in recent years there has also been a swing 
back to executive share options in preference to the complex- 
ity of Ltips, although the stock market correction of 2000-01 
has checked this swing. 

?! See Main et al. (1994), Conyon and Murphy (2000), and 
Conyon and Sadler (2005) for some comparative evidence on 
CEO pay. 


Vol. 36 No. 3. 2006 


Schizer (1999) explains the general absence of 
such behaviour essentially as an accidental out- 
come of the tax code. Bebchuk and Fried (2004) 
adopt a broader definition of unwinding executive 
incentives, including early exercise, reissue of 
under-water options and sale of existing equity 
holdings, and decide it is more prevalent than usu- 
ally supposed. Boards in the UK are enjoined from 
reissuing options that are ‘under water’, although 
this is a practice that Samuels and Lymer (1996) 
documented” as occurring. 

The key point is that the ABI guidelines have de- 
veloped over the years from a perspective of 
guarding shareholder interests (primarily against 
dilution). They have, however, also been adopted 
as important parameters in designing executive 
pay packages. To some extent, this has been recog- 
nised in the recent versions of the guidelines which 
have an implicit value-for-money dimension to 
them. The question is whether any constraints in 
such a complex area can have the desired effect of 
tying pay to performance. There is a distinct possi- 
bility that the effectiveness of the board in crafting 
a pay-performance relationship may, in fact, be un- 
dermined by following these very rules, and it may 
not be immediately obvious that this will be the 
consequence. 

The following section of the paper explains the 
approach adopted here to gauge the empirical im- 
pact of the guidelines sketched above on the con- 
nection between executive pay and performance. 
We also provide some information regarding the 
various measures of executive pay that can be 
used, and how these influence the reported pay- 
performance effect. 


3. Method 

The Risk Measurement Services (RMS) Data 
Archive between March 1984 and March 1997 and 
Datastream are used as the sources of company ob- 
servations. To provide comparable data and to 
allow the executive portfolios of share options to 
accumulate, companies with a continuous avail- 
ability of CEO base plus bonus payments, share 
price, shareholder return and earnings per share 
data are selected. This yields a sample of 101 com- 
panies. Due to the data requirements imposed, 
there will, of course, be a survivor bias in this sam- 
ple and no claim can be made of the general appli- 
cability of the levels of the pay-performance 
connection estimated. Nevertheless, it remains 
useful to study the relative impact of the changing 
versions of the ABI guidelines on the pay-per- 
formance relationship in this sample. 

In each case, the approach adopted is to follow 
the CEO” in each company over the entire period. 
Conditioned by the observed annual emoluments, 
the CEO is assumed to receive issues of ESOs 
under various combinations of the ABI guidelines. 
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In this way, an ESO portfolio is accumulated and 
monitored over the period. For the first four years 
of the ESO scheme, portfolios simply accumulate, 
but thereafter it is possible to generate measures of 
total remuneration as the various vintages of op- 
tions conditionally vest and are exercised accord- 
ing to the particular combination of ABI guidelines 
in effect. For each possible combination of guide- 
lines, therefore, it 1s possible to generate 101 ob- 
servations over some 10 years (1988 through 
1997) in terms of the pay outcome for the execu- 
tives and the respective performance of the com- 
panies involved. The pay-performance relationship 
that emerges can then be studied. 

As one of the key considerations in the ABI 
guidelines is the concept of relative performance, 
it is also necessary to generate a performance 
benchmark. One possibility would have been to 
define a peer group for each of the companies and 
to measure each company's performance against 
its particular peer group. This, however, would in- 
troduce an additional degree of heterogeneity in an 
exercise that is attempting to reach some genera] 
conclusions regarding the impact of the ABI 
guidelines. It was, therefore, decided to use com- 
mon benchmarks for two performance variables, 
namely, total shareholder return and growth in 
earnings per share. Growth in earnings per share at 
rpi+3% was set as a necessary condition. Total 
shareholder return (TSR) was used as the suffi- 
cient condition. Performance at the median and 
upper quartile of the FTSE-100 companies is a 
widely used standard”* and this measure is avail- 
able from the RMS data base. Before June 1986, 
however, there was no FTSE-100 marker and in its 
place membership of the FTA Share Index is used. 
But, for the majority of the time period under 
study, performance is measured relative to the me- 
dian (for any vesting ) and the upper quartile (for 
full vesting) of the FTSE-100. 

As explained above, the main dimensions of 
ESO schemes examined include: the phasing of 
option issue (‘PHASING’); the use of meaningful 
relative performance criteria ((RELPERF”); re- 
testing allowed of attainment of performance hur- 
des “RETESTING’); options issued at a premium 
to the market ((PREMIUM Y). In each of these sce- 
narios, the year-to-year valuation of the outcomes 
is measured and, in addition, the year-to-year vari- 
ations in the executive's wealth as measured by the 


22 It is interesting to note, in this context, that recent work 
by Hall and Murphy (2000, 2002) demonstrates that this can 
often be in the interest of both the company and the executive 
for such re-issues to take place. Such re-issue has become 
common in the US, as Pollock et al. (2002) make clear. 

?3 See footnote 11. 

24 Tn practice, the use of the FTSE100 is becoming less pop- 
ular than custom designed peer groups of comparator compa- 
nies. 
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Table 1 
Basic modes of ESO investigated 


Characteristic 
A 


No 
No 
Yes 
No 


PHASING 
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Scheme version label 


No 


: Base model (traditional four times emoluments every four years). 
: Phasing of option issue (one times emoluments annually). 
: Phasing of option issue (one times emoluments annually) plus Performance criteria. 


: As 'C' plus no Re-testing. 


: As ‘C’ plus issue at a Premium strike price (25% above market). 


: As ‘C’ plus no Re-testing and issue at a Premium. 


Black-Scholes-Merton valuation of the ESOs is 
calculated.” The first approach presents an ex-post 
view of remuneration, and the second an approxi- 
mate accounting valuation of the contemporane- 
ous changes in CEO wealth over the period. 

In total, there are six variations of ESO package 
design that are tested. These are delineated in 
Table 1. 

There are, clearly, more than six combinations of 
the conditions listed in Table 1, but these combi- 
nations seem the most obvious to test in terms of 
the pay-performance relationships that the various 
conditions produce. In terms of the performance 
criteria, the options are assumed to be exercised 
after a minimum holding period of four years. This 
is longer than the usual official three-year vesting 
condition, but the complication of closed periods 
for director equity transactions and other institu- 
tional features suggest that this is not too far from 
reality.2° When relative performance conditions 
apply, the vesting is dependent on the company in 
question attaining both: (i) at least median per- 
formance on total shareholder return; and (ii) an 
annual growth in earnings per share of at least that 
of the retail price index plus three percentage 
points over the previous three years. The extent of 
the vesting is decided on a pro-rata basis?’ with 
median total shareholder return earning 0% of en- 
titlement and upper quartile earning 100%. For 
those circumstances in which share options are is- 
sued at a premium exercise price, the premium as- 
sumed is the current market price on the day of 
issue plus 25%. 

A total of 101 companies?! in the Risk 
Measurement Services Data Archive are found to 
have complete data on emoluments, share price, 
volatility, and earnings per share in the period 
1984 through 1997. Starting in 1984 each execu- 
tive is followed through 1997 and, depending on 
the exact set of rules in place (see Table 1), that 
executive’s qualification for share options is 
monitored and her options holdings valued on a 





yearly basis with the appropriate exercises, lapses, 
and new issues duly recorded. The first four years 
of data are necessary to bring the executive into an 
‘equilibrium’ state in terms of the option plans, and 
this leaves 10 years of data for analysis. 

Four pay variables are computed. The first, la- 
belled 'Payl', is simply the cash pay plus any re- 
alised option gains from the executive share option 
holdings. Thus: 


Payl, = (BasePay), + S (NEX a SPP -SP) (1) 
fl 


Where, 
P, = prevailing share price at time t 
SP, = strike price of options issued at time j 


NEX,, 


the number of share options of vintage 
j that are exercised in period t. 


The second pay measure is more complex than 
the out-turn measure presented above. This second 
measure, labelled ‘Pay2’, includes all the realised 
and unrealised gains to the option holdings of the 
executive in the relevant year. This is done by 
using a Black-Scholes-Merton approach to place a 
crude market value? on the option holdings of the 


25 The Black-Scholes-Merton valuation of executive share 
options has long been known to be at best a crude approxima- 
tion of the value to the executives, although considerably near- 
er the cost to the company (see Clark and Main, 1995 and Hall 
and Murphy, 2002). 

26 Data on UK executive option exercise patterns is patchy, 
but a study in the US (Carpenter, 1998) finds an average of 5.8 
years in practice. 

27 Although the actual guidelines refer to ‘sliding scales be- 
tween top quartile and median performance”, the initial reward 
at the median may start at 25% of possible shares rather than 
0%, l 

? Financial companies, property companies and investment 
trusts were excluded. The median level of sales in 1997 was 
£0.93b and the average was £2.86b. 

? Hall and Murphy (2002) explain that due to risk aversion 
the over-invested executive is likely to place a value on op- 
tions that is significantly lower than this risk-neutral market 
valuation. | 
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executive at each year-end in the history. As dis- 
cussed above, it is recognised that, for well-known 
reasons, this can only be an approximation to the 
wealth enhancement of the executive due to ESO 
holdings. Most obviously, the change in wealth so 
measured ignores the fact that the options being 
valued may not have vested, that the options can- 
not be traded but only exercised by the nominated 
executive, and that there is an additional risk 
owing to the chance of the executive being fired or 
the company being taken over.?? 

Thus ‘Pay?’ can be written: 

f=] 

Pay2, =(BasePay), + Y NUM ,,(BS,, - BS, ,) (2) 

pl 


1-4 
+ NEX (P, - BS,, |P, = SP,) + NUM, (BS, 
ya 


Where, 
NUM 


¡¿ = number of shares under option of vin- 
tage j that are held at period t and not 
being exercised (not included in 
NEX; ). This will vary over time as 
some are exercised and some lapse, 
either due to time limitations or due 
to failure to attain performance-crite- 
ria hurdles that are part of the vesting 
requirements of the company’s exec- 
utive share option plan. For j = t, 
these are new issues. (Note that, for 
j # t, NUM; is first reduced by 
NEX. ). 

the Black-Scholes valuation of an op- 
tion on the company’s shares issued 
under the company’s executive share 
option plan at time j and valued at 
time t. 

A further measure of pay, ‘Pay3’, represents 
what is handed over to the executive each year in 
the form of cash pay and current valuation of any 
share options as granted in each year, and can be 
written: 

Pay3, =(BasePay), + NUM,,(BS,,) (3) 

The ‘Pay3’ measure is similar to that used by 
Campbell and Wasley (1999) or Hermalin and 
Wallace (2001), in that these authors value options 
only at the point of issue. (whereas ‘Pay1’ values 
options at the point of exercise). On the other 
hand, the ‘Pay?’ measure resembles that favoured 
by Aggarwal and Samwick (1999), Hall and 
Lieberman (1998) and Jensen and Murphy (1990a) 
in that it follows the change in value of the out- 
standing executive share options held by the CEO. 
While relying on what Wiseman and Gomez- 
Mejia (1998) term an ‘instant endowment effect’, 
this *Pay2' measure is generally recognised as the 
more comprehensive?! in terms of focusing on the 
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pay-performance relationship. It is, arguably, less 
intuitive than the “Pay3” measure which captures 
the same-period flow of asset claims. And, of 
course, the measure that dominates press reporting 
of this subject is “Pay1”, which records what the 
outsider sees as the executive exercises his or her 
share options. 

Whereas all of the above three measures depend 
on some subsequent analysis (usually regression) 
to determine the effective pay-performance con- 
nection for the executives in question, a fourth 
measure computes this effect directly. This is done 
by utilising the option 'delta' (sensitivity of the 
market price of the option changes in the compa- 
ny's share price). This measure was promoted by 
Jensen and Murphy (1990b), and is also used by 
Conyon and Murphy (2000) and is discussed in 
Murphy (1999). The pay-performance sensitivity 
can be calculated (as opposed to estimated) by 
using the current holdings of options by the exec- 
utive (expressed as a fraction of the outstanding 
equity of the company) multiplied by the option 
“delta”. With several tranches of option, care has to 
be taken to sum over each distinct tranche which 
will have its own characteristic ‘delta’ at each par- 
ticular point in time. Thus: 

Calculated Pay-Performance sensitivity owing 
to options = 


1-4 
E (wn), See (4) 
cc Me [Number of Shares Outstanding} 
Where, 
OB 


Nr 5 : š ; ; š 
T3 is the option 'delta' for vintage j and time t 
t 





Table 2 provides some descriptive statistics 
pertaining to the data used (data based on 
1988—1997). 


4. Analysis of results 

The impact of the various designs of option 
scheme (labelled model A through model F, corre- 
sponding to the columns in Table 1) on the annual 
pay outcomes is shown in Table 3 for the median 
and mean outcomes. It can be seen that, for “Pay3’, 
versions B, C and D are equivalent, as ‘Pay3’ 
measures the cost of issuing the options and no al- 
lowance is made in this calculation for the subse- 
quent impact of performance hurdles or re-testing 


30 This is a much overstated problem as, in reality, most ex- 
ecutives in a change of control situation or even in a loss of job 
situation (e.g., if deemed a ‘good leaver’) are allowed to exer- 
cise their outstanding options - often earlier than the original 
vesting requirements. 

3! Bertrand and Mullainathan (2001:905) refer to it in the 
following terms: ‘Ideally, the compensation measure in a 
given year would also include changes in the value of unexer- 
cised options granted in previous years.’ 
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Table 2 
Variables used in regressions 


Variable name 


Cash pay 

‘Pay 1’ 

“Pay 2” 

‘Pay 3” 

Employees 

Total shareholder return 


Table 3a 
Median annual pay outcomes 


Mean 


£327 224 
£454 365 
£472 277 
£428,015 
23200 
0.1279 


Table 3b 


Mean annual pay outcomes 


Average pay 


Model A 
Model B 
Model C 
Model D 
Model E 
Model F 


'Pay I' 


£454,365 
£423,822 
£406,681 
£363,572 
£389,656 
£355,445 


Lower 
quartile 
£150,000 
£181,000 
£163,581 
£190,210 
3238 
-0.357 


ACCOUNTING AND BUSINESS RESEARCH 


Median 


£234,500 
£304,500 
£313,103 
£299,768 
9663 
0.1184 


‘Pay e 


£313,103 
£307,619 
£307,184 
£261,444 
£281,686 
£250,910 


'Pay 2' 


£4722T1 
£446,764 
£480,390 
£386,045 
£435,584 
£357,255 


‘Pay 3 


£299,768 
£294,572 
£294,572 
£294,572 
£277 641 
£277,641 


‘Pay 3” 


£428,015 
£407 244 
£407 244 
£407 244 
£382,226 
£382,226 


conditions. In version E and F, of course, the pres- 
ence of premium exercise prices on the options is 
taken into account at the point of option grant. 

Table 4 reports the results obtained by regressing 
each pay measure on company performance 
(measured by TSR), controlling for company size 
(as measured by employment). This specification 
in equation (5) follows Conyon (2000:5): 


Lu(Pay, = a,*BLn(Pay), , + B,Da(E), (5) 


+B,(TSR),, +5, +E, 


d 
< 
La 

i 


= the observed pay variable for company 
i in year t 

= employment in company i in year t 

= Total shareholder return for company i 
in year t 
This equation can be estimated in first differ- 

ences, following Arellano and Bond (1991) which 





allows for both the panel and dynamic effects pres- 
ent? Table 4 contains the regression results for 
each of three pay measures under the various 
arrangements of the ABI guidelines being consid- 
ered. 

Table 4c reports the estimates that are closest to 
those of Conyon (2000:11), as the “Pay3’ variable 
involves cash pay and the value of options as 
granted (Conyon's is also a current-period pay 
measure, although involving only cash pay). The 
coefficients on the size variable (employment) are 
similar, giving a pay-size elasticity of around 0.23 
to 0.30. The coefficient on the performance vari- 
able is only significant in the case of model A, 
which has the more ‘lumpy’ (no phasing) issue of 


32 One complicating factor of the use of logs is that with the 
measure Pay 2 it is possible to have negative values. To avoid 
this complication, this distribution is Winsorised with a lower 
“Pay2” value of £50. The results are not sensitive to this 
choice. 
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Table 4a 


Regression results for dependent variable Pay 1 


Lagged DV 


Log employees 


Total shareholder return 


Serial correlation S1 
(prob value) 


Serial correlation $2 
(prob value) 


Wald-test on above 3 variables 


Wald-test on time dummies 


Model A 


0.1708 
(0.0435) 


0.0042 
(0.0928) 


0.3819 
(0.0758) 


—6.65 
(0.00) 


—1.47 
(0.14) 


140.08 
(0.00) 


41.05 
(0.00) 


Model B 


0.6546 


(0.0659) 


0.0434 


(0.0756) 


0.3349 


(0.0725) 


—5.35 
(0.00) 


-0.15 
(0.88) 


7751 
(0.00) 


124.95 
(0.00) 


Model C 


0.3134 


(0.0588) 


0.2893 
(0.0962) 


0.2703 
(0.0946) 


6.75 
(0.00) 


0.29 
(0.77) 
31.30 
(0.00) 


42.56 
(0.00) 


0.5059 


(0.0630) 


0.1571 
(0.0766) 


0.1882 


(0.0787) 


-6.12 
(0.00) 


-0.34 
(0.74) 


34.04 
(0.00) 


70.25 
(0.01) 


Dependent variable: ‘Payl’ (options valued at exercise) 


Model D Model E 


0.3277 
(0.0577) 


0.2618 
(0.0852) 


0.2467 
(0.0892) 


6.58 
(0.00) 


0.08 
(0.94) 


30.17 
(0.00) 


46.60 
(0.00) 


Modei F 


0.4919 
(0.061) 


0.1482 
(0.0751) 


0.1633 
(0.0741) 


-5.97 
(0.00) 


-0.38 
(0.70) 


32.50 
(0.00) 


70.67 
(0.00) 
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Notes: S1 and S2 are first and second order serial correlation tests respectively. Robust estimation. One-step 


results. 


Standard errors in parentheses. 


Table 4b 


Regression results for dependent variable Pay 2 


Lagged DV 


Log employees 


Total shareholder return 


Serial correlation S1 
(prob value) 


Serial correlation $2 
(prob value) 


Wald-test on above 3 variables 


Wald-test on time dummies 


Model A 


0.0359 
(0.0574) 


0.5598 
(0.3024) 


3.2277 
(0.4875) 


—3.94 
(0.00) 


—1.46 
(0.14) 


37.05 
(0.00) 


49.83 
(0.00) 


Dependent variable: 'Pay2' (change in option value) 


Model B 


0.0103 
(0.0207) 


0.1576 
(0.2210) 


2.1750 
(0.2718) 


-2.59 
(0.01) 


-0.31 
(0.75) 


29.35 
(0.00) 


95.74 
(0.00) 


Model C 


-0.0705 
(0.0463) 


0.0308 
(0.5677) 


3.6549 
(0.3232) 


5.19 
(0.00) 


-0.13 
(0.89) 


28.06 
(0.00) 


61.72 
(0.00) 


Model D 


0.0592 
(0.0164) 


0.1825 
(0.4034) 


2.4912 
(0.3289) 


-3.980 
(0.00) 


1.12 
(0.26) 


29.79 
(0.00) 


96.94 
(0.00) 


Model E 


-0.0711 
(0.0499) 


—0.2088 
(0.5668) 


3.0955 
(0.4396) 


-4.75 
(0.00) 


-0.35 
(0.72) 


28.37 
(0.00) 


50.55 
(0.00) 


Model F 


0.0373 
(0.0210) 


0.0507 
(0.2338) 


2.0249 
(0.3042) 


-2.95 
(0.00) 


0.74 
(0.46) 


31.25 
(0.00) 


64.49 
(0.00) 


Notes: S1 and S2 are first and second order serial correlation tests respectively. Robust estimation. One-step 
results. 
Standard errors in parentheses. 
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Table 4c 
Regression results for dependent variable Pay 3 


ACCOUNTING AND BUSINESS RESEARCH 


Dependent variable: ‘Pay3’ (options valued at issue) 


Model A 


0.0773 
(0.0589) 


0.2965 
(0.1131) 


0.2012 
(0.0715) 
6.16 
(0.00) 


-1.20 
(0.23) 
80.92 
(0.00) 


19.88 
(0.00) 


Lagged DV 0.3295 


(0.0781) 


0.2254 
(0.0791) 


0.0375 
(0.0510) 


Log employees 


Total shareholder return 
Serial correlation S1 
(prob value) 


Serial correlation $2 
(prob value) 


Wald-test on above 3 variables 


Wald-test on time dummies 


Model B 


Model C 


0.3295 
(0.0781) 


0.2254 
(0.0791) 


. 0.0375 
(0.0510) 

-5.02 
(0.00) 


-0.32 
(0.75) 


40.36 
(0.00) 


34.24 
(0.00) 


Model D 


0.3295 
(0.0781) 


0.2254 
(0.0791) 


0.0375 
(0.0510) 
-5.02 
(0.00) 


0.32 
(0.75) 


40.36 
(0.00) 


34 24 
(0.00) 


Model F 


0.3264 
(0.0783) 


0.2258 
(0.0794) 


Model E 


0.3264 
(0.0783) 


0.2258 
(0.0794) 


0.0304 
(0.0508) 


0.0304 
(0.0508) 


Sl and S2 are first and second order serial correlation tests respectively. Robust estimation. One-step results. 
Note: Equations for models B,C and D are identical. So too are models E and F. Standard errors in parentheses. 


options. In the cases of 'Payl' (Table 4a) and 
‘Pay2’ (Table 4b), the pay measures are more 
noisy, depending, as they do, on outcomes tied to 
company performance (the fluctuations of the 
value of options exercised in the case of 'Payl', 
and the value of the options portfolio in the case of 
‘Pay2’). In both the ‘Pay1’ and ‘Pay?’ cases, how- 
ever, the statistical significance and size of the per- 
formance variable coefficients (TSR) are both 
greater than with the value of the options at time of 
issue, as captured in the “Pay3” measure. And, in 
the case of ‘Pay2’, the empirical size is much 
greater. 

For each pay measure, “Pay1” and ‘Pay2’, Table 
5 tests the estimated coefficients on the perform- 
ance variable to establish significant differences 
among versions of the ABI guidelines (A through 
F). The ‘Pay3’ measure is ignored here as the esti- 
mated coefficients on the performance measure are 
too weak. The rows of Table 5 pertain to the equa- 
tion in which the testing of the coefficient size is 
performed and row header gives the size of the co- 
efficient as estimated in that equation. The 
columns of Table 5 give the hypothesised size of 
the coefficient being tested and the equation 
(model type) from which it comes. In Table 5a, it 
appears that for the *Pay1” measure the perform- 
ance coefficient of models A and B are significant- 
ly larger than those in model D and F. Models D 
and F are distinguished by utilising options with 
no re-testing provision. Issuing options with a 
strike price set at a (25%) premium to the prevail- 
ing market price at time of issue (model E) seems 





less important as long as re-testing is allowed. 

Table 5b which reports Wald tests on the return 
coefficients in the ‘Pay?’ regressions, indicates 
that model A and model C are significantly higher 
than models B, D and F. Model E is significantly 
higher than models B and F but not D. The key im- 
plication of this finding seems to be that relative 
performance standards seem, if anything, to im- 
prove the pay-performance relationship. This may 
owe to the relative performance test inhibiting the 
early, and relatively unprofitable, exercise of op- 
tions. With models D and F, the withdrawal of the 
possibility of re-testing against the performance 
conditions seems to weaken the pay-performance 
relationship. 

Before ending this examination of the pay-per- 
formance relationship, it is interesting to reflect on 
the very different size of effect one gets by moving 
from a measure such as “Payl”, which measures 
option gains as they are exercised, to “Pay2”, 
which measures the year-to-year influence on the 
executive's portfolio value brought about by fluc- 
tuations in company performance. The Wald tests 
reported in Table 6 suggest that the 'Pay2' measure 
reveals a significantly much larger pay-perform- 
ance measure than “Pay1”, and both of these dom- 
inate the ‘Pay3’ measure. But it is the 'Pay2' 
measure that stands out. This difference may be a 
material consideration for remuneration commit- 
tees wishing to communicate effectively with 
shareholders as to the extent to which an execu- 
tive's pay is tied to company performance. 

The final pay-performance measure to be con- 
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Table 5a 
Wald-test results for equality of Total Shareholder Return (TSR) coefficient across Pay 1 equations 


Equation in which test 
conducted [estimated Pay 1 Waid-tests 
coefficient value] (probable value) 


Source of coefficient value [and value] being tested 
Model A Model B Model C Model D Model E | ModelF 
[0.3819] [0.3349] [0.2701] [0.1882] [0.2467] [0.1633] 


Model A [0.3819] 0.00 0.038 2.17 6.53 3.18 8.32 
(1.00) (0.54) (0.14) (0.01) (0.07) (0.00) 


Model B [0.3349] 0.42 0.00 0.79 40.90 1.48 5.60 
(0.52) (1.00) (0.37) (0.04) (0.22) (0.02) 


Model C [0.2701] 1.39 0.47 0.00 0.75 0.06 1.28 
(0.24) (0.49) (1.00) (0.39) (0.80) (0.26) 


Model D [0.1882] 6.06 3.48 ^ 1.09 0.00 0.55 0.10 
(0.01) (0.06) (0.30) (1.00) (0.46) (0.75) 


Model E [0.2467] 2.30 0.98 0.07 0.43 0.00 0.87 
(0.13) (0.32) (0.79) (0.51) (1.00) (0.35) 


Model F [0.1633] 8.72 5.37 2.09 0.11 1.27 0.00 
(0.00) (0.02) (0.15) (0.74) (0.26) (1.00) 


Table 5b 
Wald-test results for equality of Total Shareholder Return (TSR) coefficient across Pay 2 equations 


Equation in which test 
conducted [estimated Pay 2 Wald-tests 
coefficient value] (probable value) 


Source of coefficient value [and value] being tested 
Model A Model B | Model C Model D |. Model E ModelF 
[3.2277] [2.1750] [3.6549] [2.4912] [3.0955] [2.0249] 


Model A [3.2277] 0.00 4.66 0.77 2.28 0.07 6.09 
(1.00) (0.03) (0.38) (0.13) (0.78) (0.01) 


Model B [2.1750] 14.99 0.00 29.63 1.35 11.46 0.31 
(0.00) (1.00) (0.00) (0.24) (0.00) (0.58) 


Model C [3.6549] 0.83 10.01 0.00 6.19 1.43 12.15 
(0.36) (0.00) (1.00) (0.01) (0.23) (0.00) 


Model D [2.4912] 5.02 0.92 1232 0.00 3.38 2.01 
(0.03) (0.34) (0.00) (1.00) (0.16) (0.16) 


Model E [3.0955] 0.09 4.38 1.62 1.89 0.00 5.93 
(0.76) (0.04) (0.20) (0.17) (1.00) (0.01) 


Model F [2.0249] 15.64 0.24 28.72 235 12.39 0.00 
(0.00) (0.62) (0.00) (0.13) (0.00) (1.00) 
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Table 6 
Wald-test results for equality of Total Shareholder Return (TSR) coefficient across pay measures 


ACCOUNTING AND BUSINESS RESEARCH 


Wald-tests on equality of return coefficient within models 
but across pay measures (probable value) 


Model A 
Tests conducted in the ‘Payi’ equation 


Pay1' = ‘Pay?’ 1410.80 
(0.00) 
5.69 
(0.02) 


Tests conducted in the ‘Pay2’ equation 


‘Pay?’ = “Payl’ 34.08 
(0.00) 
38.55 
(0.00) 
Tests conducted in the 'Pay3' equation 
'Pay3' = ‘Payl’ 6.39 
(0.01) 


1790.81 
(0.00) 


643.88 
(0.00) 
16.82 
(0.00) 


'"Payl' = “Pay3’ 


45.82 
(0.00) 
61.83 
(0.00) 


‘Pay2’ = ‘Pay3’ 


33.96 
(0.00) 
1754.33 
(0.00) 


"Pay3' = ‘Pay? 


sidered is “Pay4”, which reflects the effective pro- 
portion of the total company equity which the ex- 
ecutive's holding of share options produces. Table 
7 reports the summary statistics for this measure 
under the various models. In a sample of some 510 
UK companies for 1997, Conyon and Sadler 
(2001:260) report an average value of this measure 
for options of 0.18%. The median values reported 
by Conyon and Sadler (2001) ranged from 0.02% 
for very large companies to 0.16% for smaller 
companies. These values seem dimensionally con- 
sistent with those reported in Table 7. Recall that 
the ‘Pay4’ measure under discussion here uses the 
Black-Scholes option 'delta' to compute the effec- 
tive equity holding. This ‘delta’ makes no al- 
lowance for differences in performance hurdles 
between the models. The measure is, however, 
sensitive to differences in terms of the number of 
options held and their strike price. And, indeed, 
scrutiny of Table 7 reveals a, by now, familiar pic- 
ture, in that models A, C and E stand out as having 
larger pay-performance effects?? The message is 
that relative performance hurdles can improve the 
pay-performance relationship as long as re-testing 
is allowed (which facilitates the retention of op- 
tions that would otherwise be forfeited). 

In the context of reporting expected (and, in- 
deed, out-turn) values of executive share option 
schemes, it is interesting to recall the results pre- 
sented in Table 3b, which demonstrate that the av- 
erage costs of these schemes varies relatively little 


?? Pair-wise t-test show that the means are all significantly 
different from each other. 


Model B 


Model C Model D Model E Model F 


1280.75 
(0.00) 
6.06 
(0.01) 


856.59 1020.69 
(0.00) 
5.88 


(0.02) 


1684.45 
(0.00) 
3.22 
(0.07) 


52.38 
(0.00) 
59.84 
(0.00) 


42.00 
(0.00) 
48.62 
(0.00) 


37.46 
(0.00) 
43.00 
(0.00) 


20.81 
(0.00) 
5024.46 
(0.00) 


8.72 
(0.00) 
2311.75 
(0.00) 


18.16 
(0.00) 
3645.63 
(0.00) 


6.85 
(0.01) 
1543.66 
(0.00) 





over models B, C and E. Whether measured by the 
‘Payl’ or the ‘Pay?’ measure the average cost of 
these schemes is quite similar. By restricting re- 
testing (models D and F), the overall costs can be 
reduced. But, in these latter two cases, the pay-per- 
formance relationship is seriously weakened. In a 
similar vein, it is interesting to note that issuing 
options at a premium (or 25% to prevailing market 
price in the case of model F) reduces costs, but 
also reduces the strength of the pay-performance 
relationship. 


5. Conclusions and policy implications 

While agency theory has been the traditional lens 
through which to regard the activities of the board 
and the remuneration committee, it can be argued 
that failure to recognise the complex environment 
in which these institutional structures operate can 
produce an 'undersocialised' (Granovetter, 1985) 
view of the world. It can be useful to recognise that 
a key concern in devising the norms and rules that 
define such administrative arrangements can be 
the desire to gain legitimacy, and through legiti- 
macy to reduce uncertainty and hence improve re- 
source access and chances of survival as an 
organisation (DiMaggio and Powell, 1983). From 
a resource dependency view (Pfeffer, 1972), legit- 
imacy is in itself a resource that improves the or- 
ganisations power in exchange relationships with 
its environment. But, equally, from an institution- 
alist perspective (Scott, 1995) legitimacy is a con- 
dition to be achieved, primarily through a process 
of imitation that reflects a consonance with the 
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Lower 
quartile 


0.0540 
0.0451 
0.0660 
0.0449 
0.0548 
0.0345 


prevailing rules, law, and norms. 

From the perspective of the remuneration com- 
mittee, challenged with determining the remunera- 
tion package of the senior executives of the 
company, one answer to the uncertainty which sur- 
rounds this decision is to seek legitimacy by doing 
what others do. The lead offered by the ABI guide- 
lines then provides a co-ordinating mechanism 
that all can follow, hence bringing about a remark- 
able institutional isomorphism. 

Executive pay packages are, in fact, far more 
similar than one might expect. The adherence to 
the original four-times emoluments rule and now 
the revised post-1999 guidelines has led to a more 
ordered pay environment than might otherwise be 
expected. To see this, one only has to consider the 
remarkable divergence in top pay packages be- 
tween the US and the UK. In two systems com- 
monly bracketed together in discussions of 
corporate governance, the resulting use of ESOs is 
markedly different. Conyon and Murphy (2000, 
p655) report the median executive in their US 
sample holding proportionately 6.5 times more op- 
tions than the UK equivalent (0.7296 versus 
0.11%). Even controlling for size, the ratio was 6.7 
times (0.94% versus 0.14% in the £200—£500m 
sales range). One obvious explanation of these dif- 
ferences is the institutional environment. There 
seems little doubt that bodies such as the ABI are 
a major presence in the institutional environment 
and their influence should be taken seriously. 

This paper has detailed several aspects of the in- 
fluence of the ABI guidelines in conditioning what 
remuneration committees offer by way of execu- 
tive share options. There are many motivations un- 
derlying the ABI guidelines and we have focused 
on but one of them, namely the impact on the pay- 
performance relationship between the executive 
and the firm. What emerges in the results dis- 
cussed above is that additional constraints, which 
attempt to raise the performance standard by rais- 
ing the hurdle, may indeed succeed in enhancing 
the pay-performance connection. It is, however, 
possible to be overly restrictive — resulting in a 
hurdle that is set so high that few get over it, with 
the consequence that the connection between pay 





and performance is actually diminished (for exam- 
ple, model D or model F with no re-testing versus 
model C). 

In terms of effective communication with share- 
holders and other stakeholders, very different re- 
sults are obtained with remuneration measure 
‘Pay?’ versus the measures ‘Pay1’ or ‘Pay3’. This 
serves to emphasise the advantage of portraying 
the impact of pay-performance devices in a con- 
temporaneous way, particularly a contemporane- 
ous way as seen from the perspective of the 
executive. Of course, many of the ‘paper’ gains 
made and subsequently lost on an executive’s op- 
tions portfolio may well be discounted against this 
eventuality in the eyes of the executive. But the 
important thing is to offer an alternative perspec- 
tive from either the narrow ex-post out-turn view 
of option gains when realised (as included in the 
simple 'Pay1' measure) or the view of the value of 
the options when granted (as represented in 
“Pay3”). While *Pay1” is a particularly commonly 
used measure, it emphasises winners but fails to 
capture the ups and downs of executive share op- 
tion holdings. These option holdings are far from a 
one-way bet when seen as representing an execu- 
tive's foregone or deferred remuneration. 

Use of an evolving Black-Scholes method of 
valuing the executive's portfolio of share options, 
as in “Pay2”, produces a clear and timely result. 
Waiting to record the actual exercise of options 
and the realised gains, as in 'Payl', recognises the 
same transfer of wealth from the shareholders to 
the executive, but it is portrayed in a way whereby 
the timing obscures the true nature of the relation- 
ship.” 

From a policy perspective, it might be useful if 
the ABI and other involved parties could recom- 
mend boards and remuneration committees to set 
performance conditions that are neither too easy 
nor to tough to achieve. Excessive severity in man- 


34 On the other hand, as the ABI guidelines (2005, Appendix 
2, Note 2) recognise, the existence of performance hurdles and 
re-testing restrictions complicates the expected valuation of 
option grants, although the recognition that the matter is ‘often 
complex’, present in the 2004 version, has been removed. 
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agement incentive schemes is in no-one’s interest. 
Furthermore, where performance conditions are 
set, they should possibly be tempered with a meas- 
ure of generosity in terms of re-testing. 

The Directors’ Remuneration Report Regulations 
2002 allow shareholders to have a vote on the re- 
muneration report." As can be seen from the cal- 
culations above, such an arrangement calls for a 
considerable amount of elucidation of the likely 
characteristics of the recommended remuneration 
policy. Above all, these circumstances will reward 
a considerable measure of simplicity and trans- 
parency in the design of the remuneration scheme. 

Finally, for boards and remuneration commit- 
tees, the challenges are high and getting higher, 
but so too are the stakes. Increasing company per- 
formance through designing executive remunera- 
tion packages may seem a rather indirect 
approach, but for the non-executive members on 
the board it may offer the most effective route in 
the face of bounded rationality and informational 
asymmetry. Earlier work in this area by Conyon 
and Murphy (2000), Conyon and Sadler (2000), 
Gregg et al. (1993) and Main et al. (1996) has con- 
centrated on the size of the pay-performance con- 
nection achieved through the design of CEO 
remuneration packages. But recent work by Hall 
and Murphy (2002) and Skovoroda et al. (2004) 
has underlined the importance of ensuring that the 
design of such remuneration packages reflect the 
individual circumstances of the CEO and the com- 
pany in question. The analysis of the ABI guide- 
lines presented above illustrates that overly 
restrictive codification of the pay-design process 
can inhibit the scope of remuneration committees 
in their attempt to attain this refined alignment of 
incentives. 
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The determinants of the UK Big Firm 


premium 


K. P. McMeeking, K. V. Peasnell and P. F. Pope* 


Abstract — Our study attempts to determine whether, and if so why, the large auditing firms are able to earn a pre- 
mium on their audit work in the UK. We start by confirming the apparent existence of a Big Firm premium during 
the period 1985—2002. We examine industry specialisation, non-audit service fee and monopoly pricing explanations 
for the premium. The results of our tests of industry specialisation are mixed. There is little evidence that this pre- 
mium is associated with industry specialisation when specialists are defined at the national level. Significant pre- 
mia are observed if specialisation is defined at the city level, particularly if the auditor is the industry leader. 
However, when appropriate allowance is made for endogeneity, by modelling both audit and non-audit fees in a si- 
multaneous equations framework, the Big Firm premium disappears. We find evidence to suggest that non-audit fees 
earned by auditors from their audit clients are positively related to the size of the audit fee and vice versa. Finally, 
when the sample is stratified by the size of audit client, we find no systematic evidence of anti-competitive pricing. 


1. Introduction 

A series of mergers and takeovers have radically 
changed the market for professional accounting 
services over the last 20 years. There were eight 
international UK firms in 1985 (Arthur Andersen, 
Arthur Young, Coopers and Lybrand, Ernst and 
Whinney, Deloitte Haskins and Sells, Peat 
Marwick, Price Waterhouse and Touche Ross). In 
1986, Peat Marwick merged with KMG Thompson 
McLintock to form the firm that is known today as 
KPMG. The UK mergers in 1989 between Ernst 
and Whinney and Arthur Young and in 1990 be- 
tween Deloitte, Haskins and Sells and Coopers and 
Lybrand (Touche Ross in the US) reduced the 
number of dominant firms to six. The merger be- 
tween Price Waterhouse and Coopers and Lybrand 
in 1997 cut this number to five. Following the 
Enron debacle, the loss of Andersen resulted in 
four Big Firms. Although these structural changes 
have contributed to increased concentration ratios 
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in the audit market (Wolk et al., 2001), the effect on 
audit fees is unclear. 

several studies have provided evidence of the 
existence of a Big Firm audit fee premium in the 
US, Australia, Hong Kong and Malaysia. 
However, the UK evidence is mixed. Studies by 
laffler and Ramalinggam (1982), Chan et al. 
(1993), Pong and Whittington (1994) and Ezzamel 
et al. (1996) find the premium is significant, 
whereas Brinn et al. (1994), O'Sullivan (1998) and 
Ezzamel et al. (2002) do not. The purposes of the 
present study are twofold. One is to model the 
pricing of accounting services over a longer period 
(1985—2002) than in previous studies, one that en- 
compasses notable contractions in the number of 
Big Firms. The other is to provide a systematic ex- 
amination of the factors that might lead to higher 
audit fees being charged by Big Firms. 

Our initial results are consistent with much ear- 
lier research in finding that Big Firms appear to 
earn a premium in the UK when due allowance is 
made for factors like the size, complexity and risk- 
iness of a client's business. We also find evidence 
to suggest that the Big Firm premium is statistical- 
ly significant from 1986 to 1998 but seems to fall 
away afterwards. The reasons for the decline are 
unclear. 

One possibility is that the Big Firm premium is 
attributable to large audit firms devoting resources 


I US studies include Palmrose (1986a,b); Francis and 
Simon (1987); Baber et al. (1987); Simon and Francis (1988); 
Turpen (1990); Beatty (1993); and Ward et al. (1994). Work 
dealing with Australia has been done by Francis (1984), 
Francis and Stokes (1986); and Butterworth and Houghton 
(1995). For similar findings covering Hong Kong and 
Malaysia, see Simon et al. (1992) and DeFond et al. (2000). 
An overall assessment of the international audit pricing litera- 
ture is provided by Moizer (1997), 
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to developing industry expertise, making them bet- 
ter auditors in the industries in question. We ex- 
plore this possibility much more exhaustively than 
in earlier studies, measuring industry specialisa- 
tion in a variety of ways and find that the results are 
mixed. If specialisation is defined at the national 
level, we find that the Big Firm premium general- 
ly remains intact. Recent studies document that the 
industry leaders or industry specialists defined at 
the city-level enjoy a fee premium over other firms 
(DeFond et al., 2000; Ferguson et al., 2003; Francis 
et al., 2005). Using these definitions, we find evi- 
dence to suggest that the Big Firm premium could 
be attributable to industry specialisation by auditors. 

Another possibility we consider is that the Big 
Firm premium arises from big accounting firms 
being able to retain knowledge spillovers they ob- 
tain from providing consulting services to clients. 
We find that when income from non-audit services 
(NAS) provided to the audit client is included in 
the audit fee model, the coefficient on NAS is 
significant but the Big Firm premium seems to dis- 
appear. However, the picture changes when al- 
lowance is made for the possible endogeneity of 
audit and NAS by modelling both sources of audit 
firm revenue in a simultaneous equations frame- 
work. Whisenant et al. (2003) apart, prior research 
has not explicitly addressed this endogeneity issue. 
When allowance is made for endogeneity, we find 
that NAS is an increasing function of the audit fee 
and that audit fee is also increasing in NAS. From 
this we conclude that the audit and NAS fees could 
be jointly determined in a way that enhances the 
returns of audit firms: Big Firms appear to charge 
a premium for their audit services as a result of the 
"one-stop shopping’ they provide. 

Finally, we carry out a number of additional tests 
to try to throw light on the competitiveness of the 
UK audit market. Following several high profile 
mergers, the Big Firms have increased their share 
of the audit market. Market concentration is par- 
ticularly high for companies of above-average 
size, possibly because large audit firms have a 
technological advantage in auditing large clients. 
This raises the possibility that the Big Firm premi- 
um might be attributable to tacit or non-tacit price 
collusion in this segment (Sullivan, 2002). We ex- 
amine the level of competition in the UK audit 
market by testing whether the size of the Big Firm 
premium differs across four sub-samples of clients 
stratified by size. Although the results indicate that 
accounting firms do not systematically engage in 
anticompetitive pricing, the Big Firm premium ap- 
pears to be more prevalent for the lower size quar- 
tiles than the upper size quartiles. This result 
suggests that competition 1s strong in the market 
for prestigious clients, but smaller companies must 
pay a premium to secure the services of a quality- 
differentiated firm. 
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The remainder of this study of the determinants 
of the Big Firm premium is organised in the fol- 
lowing manner. Section 2 summarises the research, 
theoretical and methodological issues relating to 
quality differentiated audits. We address industry 
specialisation in Section 3, non-audit services in 
Section 4 and monopoly pricing in Section 5. Our 
empirical results are reported in Section 6. A sum- 
mary and our conclusions are presented in the final 
section. 


2. Quality-differentiated audits 

We begin our analysis of what constitutes the as- 
sumed Big Firm premium by considering quality 
differentiation. The three interrelated sources of de- 
mand for quality-differentiated audits are agency 
demand, information demand and insurance de- 
mand (Beattie and Fearnley, 1995). Agency de- 
mand, first detailed by Jensen and Meckling 
(1976), explains the demand for an audit in terms 
of a bonding mechanism that reduces the agency 
costs, such as the over-consumption of perks, that 
result from the self-interested actions of agents. 
The information demand addresses the circum- 
stances when management might seek to use par- 
ticularly creditable auditors in order to signal their 
own honesty and integrity (Dopuch and Simunic, 
1980). The insurance demand for an audit refers to 
the avenue an audit opens up for investors and 
creditors to seek redress from the auditor for any 
losses they might suffer as a result of audit failures, 
with higher quality auditors having more insurance 
capacity. Differences in client circumstances lead 
to a demand for quality-differentiated audits. 

The supply of quality-differentiated audits can 
be motivated by the theory of product differentia- 
tion (Simunic and Stein, 1987). Firms with greater 
expertise, credibility and audit quality will gain 
market share by 'word of mouth' advertising 
(Mercer, 1992; Rogerson, 1983). Consumers use 
the quality of an earlier product as an indicator of 
present and future quality (Mercer, 1992; Shapiro, 
1983). Firms have no incentive to reduce quality if 
consumers quickly become aware of the degrada- 
tion of the product. Audits pose practical problems 
for the product differentiation theory because of 
the difficulties of discerning product quality. Audit 
quality is likely to be judged on the basis of ob- 
servable supplier characteristics, such as the firm's 
size and name (Dopuch and Simunic, 1980). 
Reputable firms will produce high quality audits 
because consumers recognise and reward the in- 
vestment (Klein and Leffler, 1981; Palmrose, 
1986a)? unless the costs of such investments are 





? Some examples of such investments include Price 
Waterhouse's Blue Chip Portfolio, the Coopers & Lybrand 
Audit Support System (CLASS), KPMG's Audit 2000 and 
Ernst & Young's Audit Innovation. 
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the same for both high-quality and low-quality au- 
ditors, resulting in a ‘market for lemons’ (Akerlof, 
1970). The sheer scale of reputational investments 
can serve as a costly signal that might prevent such 
a pooling equilibrium. Rents can arise due to audi- 
tor start up costs and client switching costs and 
these serve as a ‘bond’ on independence and audit 
quality (Francis and Wilson, 1988). Reputable 
firms have more incentives to produce quality au- 
dits and maintain independence because they have 
large market shares (Craswell and Taylor, 1991) 
and the most specialised intangible assets at risk 
(Ritson et al., 1997), and they are able to extract 
economic rents as a result (DeAngelo, 1981). 

Most audit pricing studies estimate cross-sec- 
tional models using a small sample of data. We test 
for quality differentiation (model 1) over a wider 
time frame than in previous studies and use the 
panel data method that captures the time-series as- 
pect of our data and can help reduce multi- 
collinearity, as well as control for omitted 
variables (Hsaio, 1986)? We test whether the pos- 
session of a Big Firm brand name is a source of en- 
hanced revenue in the audit market using the 
following generic model: 


(1) 


The dependent variable, LAF, is the natural log- 
arithm of audit fees and the experimental (test) 
variable, Brand, is an indicator variable set equal 
to one if the auditor is a Big Firm and zero other- 
wise. Controls are a vector of proxies for client 
size (assets or revenue), litigation risk (long term 
debt to assets, return on investment, current and 
quick ratios), complexity (domestic and foreign 
subsidiaries ratios) and the opportunity cost of 
audit labour (whether the financial year end falls in 
the busy period). These control variables have 
been used in other studies to capture the majority 
of the work-related variation in audit fees (e.g. 
Francis, 1984; Francis and Stokes, 1986; Palmrose, 
1986; Francis and Simon, 1987; Simon and 
Francis, 1988: Simon et al., 1992; Anderson and 
Zeghal, 1994; Brinn et al., 1994; Craswell et al., 
1995; DeFond et al., 2000; Ferguson and Stokes, 
2002; Ferguson et al., 2003). Based on that prior 
literature, we expect all these control variables to 
be positively associated with audit fees, with the 
exception of two risk proxies (Current Ratio and 
Return on Investment). 


LAF = œ+ B; (Controls) + B, Brand +£. 


3. Industry specialisation 

The Big Firm premium might also be explained by 
returns to industry specialist reputations. Audit 
firms promote themselves as industry specialists 
(Zeff and Fossum, 1967; Rhode et al., 1974; Danos 
and Eichenseher, 1981, 1982; Eichenseher and 
Danos, 1981), using the popular press and their 
websites to advertise their expertise in specific in- 
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dustries and to claim to provide a higher quality 
service and greater value (Berton, 1995; Dunn et 
al. 2000). DeAngelo (1981) defines quality as the 
auditor’s ability to ‘discover errors or breaches in 
the accounting system and withstand client pres- 
sures to disclose selectively in the event a breach 
is discovered’. The quality differentiation claims 
made by the Big Firms can be viewed using agency 
and costly contracting theories (Jensen and 
Meckling, 1976 and Watts and Zimmerman, 1983, 
1986) as service differentials that give rise tọ re- 
turns to brand name and industry specialisation 
reputations. To the extent that their clients’ control 
systems and financial statements are industry spe- 
cific, industry specialisation could lead to higher 
levels of audit performance and expertise beyond 
the generic level mandated by statute (Shockley 
and Holt, 1983; Palmrose, 1984; Bonner and Lewis, 
1990; Ashton, 1991). Accounting firms might ex- 
pect positive returns to their investment in special- 
isation (Craswell et al., 1995) if audit clients benefit 
from significant reductions in the aforementioned 
industry-specific agency costs. 

Theory about the influence of industry speciali- 
sation on audit fees is inconclusive. Audit firms 
will only develop an industry specialist reputation 
if it increases the credibility of financial reporting 
and attracts clients. Industry specialisation might 
do this if it creates knowledge of industry-specific 
audit risks that can be used on different audit as- 
signments in the industry. The specialist knowl- 
edge could introduce production economies of 
scale into the audit process (O’Keefe et al., 1994), 
transforming the auditors involved into more effi- 
cient, lower-cost producers of audits (Eichenseher 
and Danos, 1981; Danos and Eichenseher, 1986; 
and Craswell et al., 1995). The resulting production 
economies of scale are passed on to clients if com- 
petitive pressures are such as to induce the indus- 
try specialists to charge lower relative audit fees 
(Palmrose, 19862). The economies-of-scale argu- 
ment could be strongest in the case of medium- 
sized audit firms if there is a clientele that 
demands the lowest priced audit available and 
if medium-sized firms are lower-cost service 
providers. Medium-sized firms might choose to 
specialise in order to generate economies of scale 
that will provide them with a cost advantage in this 
market sector and enable them to charge lower 
fees and gain market share (DeFond et al., 2000). 
This ambiguity could explain why prior research 
has been inconclusive (Krishnan and Yang, 1998). 

Although empirical studies estimate the signifi- 
cance of brand name and industry-specialist re- 


? One audit pricing study that has used the panel data 
method is the analysis of the determinants of audit lags by 
Henderson and Kaplan (2000). We thank an anonymous re- 
viewer for raising this issue. 
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turns, the design of appropriate tests for industry 
specialisation is fraught with difficulty, little or no 
attention has been paid to industry size and the the- 
oretical rationalisation is undeveloped. Industry 
specialist expertise is generated when a key indi- 
vidual, a group of people of differing ranks or a set 
of audit partners focus their training and experi- 
ences in the field of interest and invest significant 
resources in the study of legal regulations, produc- 
tion processes and market behaviour of key play- 
ers. Audit firms will invest resources in the 
creation of an industry specialist reputation if there 
are sufficient clients willing to pay higher fees that 
will cover this additional investment. It could be 
uneconomical for any auditor to develop expertise 
in small sectors, whereas several firms might find 
it worthwhile to specialise in large sectors. Recent 
research suggests that industry expertise could be 
developed at the city level rather than on a nation- 
al scale (Ferguson et al., 2003)* and that the indus- 
try leader might earn a fee premium over other 
firms (DeFond et al., 2000; Francis et al., 2005). 
We build our research design on the notion that in- 
dustry size matters and partition across industry 
sectors before defining both city-based and nation- 
al-level specialists. 

Most prior studies test for specialisation as a dif- 
ferentiating feature between auditors? using a sim- 
ple measure of specialisation derived from the 
audit firm's share of the market in a particular in- 
dustry (Pearson and Trompeter, 1994; Craswell et 
al., 1995; Palmrose, 1986a; Craswell and Taylor, 
1991). However, a single market-based measure of 
industry specialisation does not provide for a ro- 
bust test and introduces a bias towards large ac- 
counting firms (Krishnan, 2001). Australian 
studies report both significant (Craswell et al., 
1995) and insignificant industry-specialist returns 
(Ferguson and Stokes, 2002). US writers find that 
industry specialisation does not have a significant 
effect on audit fees (Palmrose, 1986a; Pearson and 
Trompeter, 1994). In Hong Kong, industry spe- 
cialisation has a significant positive impact on the 
fees charged by the international accounting firms 


4 Ferguson et al. (2003: 429) observe an average premium 
of 2446 if the auditor is both the city-specific leader and one of 
the two leading national firms in the industry. This premium 
disappears if the two leading national firms are not city lead- 
ers. 
5 The extant literature has viewed industry specialisation 
premium as a differentiating feature amongst the (usually) Big 
Firms. This study investigates a different question — whether 
the Big Firms premium can be attributed to returns to industry 
specialist reputations. We thank an anonymous referee for 
raising this point. 

$ Krishnan (2001) attributes these disparities to 'different 
bases ...[that] yield different rankings of specialists’. The 
mean acid test ratio found by Craswell et al. 1995 (5.828) and 
the peculiar mean current and quick ratios reported by DeFond 
et al. 2000 (0.447 and 2.157) cast doubt about the generalis- 
ability of their results. 
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but a significant negative impact on the fees 
charged by their smaller counterparts (DeFond et 
al., 2000). These disparate results reflect the in- 
conclusive state of theory, differences in auditing 
regimes in different countries, unusual descriptive 
statistics? and different research methodologies. 

We address some of these measurement issues 
with design enhancements. We test whether the 
Big Firm premium could be explained by returns 
to industry specialist reputations by capturing in- 
vestment in industry specialist expertise using 
multiple measures of the auditor's share of the 
sales revenue and audit fees of clients in an indus- 
try (Krishnan and Yang, 1998). We do this in a 
number of ways. 

First, to facilitate comparison with prior work, 
we follow Craswell et al. (1995) and DeFond et al. 
(2000) and define specialists in terms of a dichoto- 
mous measure of the auditor's share of the audit 
fees of clients in an industry (DDF). We then ex- 
tend this line of thought by further defining spe- 
cialism in three different ways: (1) a dichotomous 
measure of the auditor's share of the client's sales 
revenue in an industry (DDR); (ii) a continuous 
measure of the auditor's share of the audit fees of 
clients in an industry (CDF), and (111) a continuous 
measure of the auditor's share of the sales revenue 
of clients in an industry (CDR). We test whether 
small firms devote a substantial percentage of their 
resources to one industry, using both continuous 
and dichotomous measures of the audit firm's 
share of their portfolio in an industry. We adopt the 
specialist definition which focuses on dichoto- 
mous measures of the audit firm's share of the 
audit fees of clients in their portfolio within an in- 
dustry (DAF) and dichotomous measures of the 
audit firm's share of the sales revenue of clients in 
their portfolio in an industry (DAR). We extend 
this line of argument by defining specialists using 
a continuous measure of the audit firm's share of 
the audit fees of clients in their portfolio in an in- 
dustry (CAF) and a continuous measure of the 
audit firm's share of the sales revenue of clients in 
their portfolio in an industry (CAR). Finally, per- 
ceptions of industry specialisation are estimated 
using a dichotomous dummy that indicated 
whether the audit firm has promoted itself as a spe- 
cialist in the industry (DFP). Details of the meth- 
ods used to estimate DDF, DDR, CDF, CDR, DAF, 
DAR, CAF, CAR and DFP industry specialists are 
contained in the Appendix. 

We use these multiple definitions at both the na- 
tional and city level to test whether industry spe- 
cialisation might be a source of enhanced revenue 
in the audit market and whether firms with a brand 
name can enhance their audit revenues through in- 
dustry specialisation. We extend Palmrose (198643) 
by testing for returns to brand name, non-Big Firm 
industry specialisation and Big Firm industry spe- 
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cialisation reputations in a single OLS regression 

(model 2). By expanding model (1) to form model 

(2), we can jointly test for non-Big Firm and Big 

Firm industry specialisation: 
LAF = œ% + B, (Controls) + B, Brand 
+ [4 NBFSpec + B, BFSpec +€. 


where: 


(2) 


NBFSpec = auditor indicator variable, 1 indi- 
cates a Non-Big Firm specialist, 0 otherwise, 


BFSpec = auditor indicator variable, 1 indicates 
a Big Firm specialist, 0 otherwise. 


We follow this by replicating the basic design of 
Craswell et al. (1995), creating sub-samples of 
specialist and non-specialist auditor client indus- 
tries (models 1 and 3). Model 1 is used to estimate 
brand name returns in non-specialist industries and 
then again by removing the specialist auditors in 
industries where such specialists exist. Model 3 
computes industry specialisation returns by ex- 
cluding the small and medium sized non-special- 
ists and comparing specialist fees with Big Firm 
non-specialist fees: 


LAF = 0 + B, (Controls) + Bj Spec +e. (3) 


where Spec is an auditor indicator variable, set 
equal to one if the audit firm is an industry spe- 
cialist, and zero otherwise. 


4. Non-audit services 

The Big Firm premium might be explained in 
terms of interdependence between the fees charged 
by auditors for audit and non-audit services. One 
rationale for the joint provision of audit and NAS 
by accounting firms is the existence of economies 
of scope generated by the. two services in associa- 
tion with ‘knowledge spillovers’ (Simunic, 1984; 
Antle et al., 1997; Whisenant et al., 2003). 
Knowledge spillovers are a form of external econ- 
omy ‘arising from providing audits and NAS as 
joint products’ (Abdel-Khalik, 1990, 296). These 
could be generated if ‘the total costs of one firm 
jointly performing both non-auditing and auditing 
services are less than the sum of the costs when 
each service is performed by a different firm’ 
(DeBerg et al., 1991:20). If NAS can be purchased 
from the incumbent auditor, a client’s search and 
other transactions costs should also be reduced 
(Simunic, 1984). While the provision of NAS 
could threaten audit independence (and hence 
audit quality), joint provision is likely to be more 
cost-efficient (Simunic, 1984). Moreover, most of 
the existing empirical papers document a positive 
association between audit and NAS fees when a 
simple OLS model is used (Simunic, 1984; Simon, 
1985; Abdel-Khalik, 1990; Turpen, 1990; Barkess 
and Simnett, 1994; Butterworth and Houghton, 
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1995; Ezzamel et al., 1996; Firth, 1997; Craswell 
and Francis 1999; Ezzamel et al., 2002; Firth, 
2002). This raises concerns as to whether it is ap- 
propriate to treat assurance services and other 
services provided by audit firms as though they are 
independent (Simunic, 1984; Beck et al., 1988; 
Abdel-Khalik, 1990; Bartlett, 1993; Davis et al., 
1993; Lowenstein, 2002; Malkiel, 2002). 

À number of explanations has been offered for 
the observed positive association between audit 
and NAS fees. Simunic (1984) and Firth (2002) 
argue that the joint supply of audit and NAS re- 
duces the price per unit of audit services; so as- 
suming that demand for audit services is 
price-elastic, clients demand more audit services 
leading to an increase in total audit fees. This 
strongly suggests that the relationship between the 
fees for audit and NAS work should be modelled 
simultaneously, rather than treating NAS as ex- 
ogenous, as has been done in prior work. It is im- 
portant to note in this regard that clients in 
difficulty might demand more NAS, which might 
in turn lead to a higher audit fee because of the 
greater risk or work involved (Simunic, 1984). 
Alternatively, some client-specific events might 
generate a demand for consultancy services and 
necessitate additional auditing (Ezzamel et al., 
2002; and Firth, 2002). Firth (2002) contends that 
mergers and acquisitions, share issues, new ac- 
counting and information systems, new CEOs and 
corporate restructurings might require additional 
audit and NAS work. Furthermore, Solomon 
(1989) argues that NAS might lead to a change in 
the client's organisation that increases the demand 
for audit services, the NAS market could be un- 
competitive, or audit partners might capture part of 
the NAS fee for themselves. Accounting firms 
have promoted themselves as global or ‘one stop’ 
service providers. Brand name firms capable of 
providing NAS as well as audit might have a mar- 
keting advantage over other auditors in terms of 
the provision of all of the additional services that 
are demanded by a client. Concerns have been ex- 
pressed that the audit service has become increas- 
ingly marginalised in the quest for more profitable 
NAS work, leading to the possibility that the price 
for audit work declines as NAS business increases 
(Zeff, 1998; Jeppesen, 1998). 

These factors suggest that the measurement of 
any Big Firm premium needs to take account of 
the potential endogeneity of NAS. Whisenant et al. 
(2003) argue that to the extent that audit and NAS 
fees are jointly determined, the residuals will be 
correlated and single-equation estimations violate 
the independent error term assumption of OLS. 
However, although there are clear a priori reasons 
to expect audit and NAS fees to be endogenous 
and the literature on audit and NAS pricing sug- 
gests that the services are interrelated, Whisenant 


——— — - 
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Table 1 
Summary of the data collection procedure and model specification 
Raw variable Transformed variable Data source 
Dependent variable Audit fees (£'000) Natural log of audit fees (LAF) Datastream 
Dependent variable NAS fees (£'000) Natural log of NAS fees (from 1992) Extel 
Size proxy Total assets (£' M) Natural log of total assets (LTA) Global Vantage 
and Worldscope 
Risk proxy Long term debt (£’M) Long term debt to total assets (DTA) Global Vantage 
and Worldscope 
Risk proxy Earnings before interest Return on investment (ROD Global Vantage 
and tax (£' M) and Worldscope 
Risk proxy Operating profit (£' M) Dichotomous variable (Loss) = 1 ifan Global Vantage 
operating loss in any of the prior three and Worldscope 
years; O otherwise 
Risk proxy Net current assets Current Ratio (Current) : Global Vantage 
and Worldscope 
Risk proxy Liquid resources Quick Ratio (Quick) Global Vantage 
and Worldscope 
Complexity UK subsidiaries Square root of the number of Stock Exchange 
subsidiaries (Sub) Yearbook 
Complexity Overseas subsidiaries Foreign subsidiaries to total number Stock Exchange 
of subsidiaries (Foreign) Yearbook 
Busy period Financial year-end Dichotomous variable (YE) = 1 if Global Vantage 
fiscal year end between December and and Worldscope 
March; 0 otherwise 
Audit quality Auditor identity Dichotomous variable (Brand) = 1 if Stock Exchange 
auditor is a Big Firm; 0 otherwise Yearbook 


et al. (2003) is the only published study that incor- 
porates simultaneous equation models into the 
pricing of accounting services. We remedy this de- 
ficiency by testing for endogeneity and investigat- 
ing the extent any simultaneous equation bias 
affects inferences by estimating the fee relation- 
ship using both OLS (model 4) and simultaneous 


equation (models 4 and 5): 
LAF = Q+ B, (Controls) + B, Brand (4) 
+ B4LNAS +e. 
LNAS = Get B, (Controls) + B, Brand (5) 
+B,LAF +e. 


where LNAS is the natural logarithm of NAS fees 
(£000). 


5. Monopoly pricing 

Evidence that the Big Firm premium could be 
attributable to monopoly pricing would have sig- 
nificant implications for regulatory bodies, ac- 
counting firms and audit clients. Critics contend 
that the Big Firms have used their dominant mar- 


ket position to create entry barriers and thereby 
charge excessive fees. For example, Gist and 
Michaels (1995) call for a change in the structure 
of the market, stating: '[I]t is obvious that some 
form of intervention is necessary as the market and 
free enterprise system cannot be relied upon to 
remedy the oligopolistic or monopolistic abuses in 
the profession'. These concerns have troubled re- 
searchers for many years (Stigler, 1968:30; Gist 
and Michaels, 1995:233; Romeo, 1999:62) but 
have grown more strident in the light of the Enron 
debacle and the resultant reduction to a Big Four. 
Although concentration ratios have increased (e.g. 
Eichenseher and Danos, 1981; Danos and 
Eichenseher, 1986; Hogan and leter, 1999; and 
Wolk et al., 2001), no systematic evidence of mar- 
ket abuse has appeared in the literature.’ 
Consistent with this, the Monopolies and Mergers 
Commission and the Office of Fair Trading in the 


? High concentration ratios are usually explained as a form 
of product differentiation and concerns over market power 
'should be treated with scepticism' (Craswell and Taylor, 
1991: 74). 
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Table 2 
Descriptive statistics 


Mean 


5.005 
11.730 
3.573 
1.592 
0.966 
0.132 
0.106 
0.254 
0.687 
0.158 
0.771 
4.479 


LAF 
LTA 
Sub 
Current 
Quick 
DTA 
ROI 


Foreign 
YE 
Loss 
Brand 
LNAS 
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LAF = natural logarithm of audit fees; LTA = natural logarithm of total assets (£'000); Sub = square root of the 
number of subsidiaries; Current = ratio of current assets to current liabilities; Quick = ratio of current assets 
less stock to current liabilities; DTA = ratio of long-term debt to total assets; ROI = ratio of earnings before in- 
terest and tax to total assets; Foreign = proportion of subsidiaries that are foreign operations; YE = 1 if fiscal 
year end between December and March inclusive, 0 otherwise; Loss = 1 if operating loss reported in prior 3 
years, 0 otherwise; Brand = 1 if Big Firm auditor, 0 otherwise; LNAS = natural logarithm of non-audit fees. 


UK and the Department of Justice in the US did 
not oppose the recent mergers of major accounting 
firms. The American evidence is that competition 
was largely unaffected by the mergers in 
1989-1990 (Minyard and Tabor, 1991; Tonge and 
Wootton, 1991) and there has been no evidence of 
anti-competitive behaviour (Simunic, 1980; Lee, 
1996; and Sullivan, 2002). The Office of Fair 
Trading (2001) appointed an independent body — 
the Law and Economics Consultant Group 
(LECG) — to assess competition in the architec- 
ture, law and accountancy professions. Their sur- 
vey noted the high concentration levels but stated: 
“LECG ...have not found evidence of cartel activ- 
ity among the professions examined.' Likewise, 
academic research has not uncovered evidence of 
an anticompetitive market (DeAngelo, 1981; 
Francis and Simon, 1987; Simon and Francis, 
1988; Roberts et al., 1990; Turpen, 1990; Pearson 
and Trompeter, 1994; and Craswell and Francis, 
1999), One explanation for this disparity of opin- 
ion is that some segments of the market could be 
more competitive than others (Simunic, 1980). We 
analyse the effect of increasing concentration lev- 
els on audit pricing by estimating the Big Firm 
premium (model 1) across four quartiles of clients 
partitioned by total assets. 


6. Data collection 

The sample comprises UK firms for the period 
1985-2002. Variable definitions and sources of 
data used to measure them are set out in Table 1. 
We collected total assets, debt, earnings before in- 
terest and tax, financial year end, quick ratio, cur- 





rent ratio, operating profit, share issue and-indus- 
try listing code data from the Standard and Poor's 
Global Vantage and Thomson Analytics 
Worldscope databases. We collected audit and 
NAS fee data (mandated for years ending on or 
after 30 September 1992) from the Datastream 
International, Extel Company Research and 
Thomson Analytics Worldscope databases. 
Subsidiary and auditor identity data were collated 
by hand from hard copies of the published finan- 
cial statements and the International Stock 
Exchange Yearbook. Financial clients were re- 
moved because the very different nature of their 
business makes interpretation of their financial 
statements and ratios problematic and their differ- 
ent regulatory environments might result in differ- 
ent costs for their auditors relative to those of 
industrials. 

We trimmed the sample to eliminate extreme ob- 
servations in the first and last percentiles of total 
assets, total debt, operating profit, earnings before 
interest and tax, audit fees and NAS fees. 
However, the key results are not materially differ- 
ent if the outliers are Winsorised or included in the 
sample. These procedures produced a panel of 180 
clients covering the period 1985-2002, giving 
180x18 = 3,240 firm-year observations. 

Consistent with other studies, the audit fee and 
NAS variables are expressed in logarithmic form 
in order to reduce their skewness and to prevent 
the largest clients from unduly influencing the re- 
sults. The size proxy is similarly transformed, and 
a square root transformation was applied to the 
complexity variable (the number of UK sub- 
sidiaries). As can be seen from Table 2, the assets, 
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audit and NAS fee variables are well behaved after 
transformation. The mean and median Current and 
Quick ratios are similar to the figures the financial 
statement literature might lead one to expect, un- 
like the mean acid test ratio (5.828) found by 
Craswell et al. (1995) and the mean current and 
quick ratios (0.447 and 2.157) quoted by DeFond 
et al. (2000). Untabulated analyses reveal that the 
LAF, LNAS and LTA variables increased over the 
period, suggesting that clients grew in size and 
paid higher fees. The concentration ratio rose from 
62.4% in 1985 to 86.6% in 2002, indicating a trend 
by clients to switch to Big Firm auditors. 
Untabulated correlation coefficient estimates are 
all below the critical value (0.8) suggested by 
Judge et al. (1988: 868). We computed variance in- 
flation factors (VIF’s) for the only correlations of 
any magnitude (Current with Quick and LTA with 
Sub), but since the VIF’s were well below the con- 
ventional cut-off point of 10 (Hair et al., 1998: 
193), we conclude that our results are not likely to 
be materially affected by multicollinearity 
amongst the explanatory variables. 


7. Results 

To make the results section concise and inter- 
pretable, we tabulate annual and panel regression 
results and Fama McBeth (1973) t-statistics for the 
areas of greatest interest. Since there is some evi- 
dence of heteroskedasticity, t-values are based on 
corrected standard errors using the White (1980) 
procedure. Coefficients that are significant at the 
5% level or better are shown in bold type. 


7.1. Quality differentiation tests 

The results of the yearly Big Firm premium esti- 
mation (model 1) are documented in Table 3. 
Almost all of the control variables display the pre- 
dicted sign, with LTA, Sub, Current and Foreign 
providing the most explanatory power, Consistent 
with many prior studies, the coefficient on the 
Brand variable is significant in most years — in all 
years between 1986 and 1998, but not in 1985 and 
not after 1998. 

The magnitude of the Big Firm premium can be 
estimated from these results in the following man- 
ner. Denote the expected value of Big Firm audit 
fees as 


log AF p= E [LAF] = Goart B,E [Controls] (6) 


and the expected value of non-Big Firm audit fees 
as 


log AF, =E [LAF] = 0+ BE [Controls] (7) 


Defining the Big Firm premium as the propor- 
tionate increase in fees associated with engaging a 
major firm as the auditor, due allowance being 
made for work-related differences in fees, it fol- 
lows from equations (6) and (7) that (after undoing 
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the logarithmic transformation) the premium can 
be derived from the estimate of the Brand coeffi- 
cient as 


AF, big — AF nai P. 
AF n 


e: — 1, 


(8) 


Using equation (8), annual estimates of the Big 
Firm premium are given in the final column of 
Table 3. We set the premium equal to zero in the 
years when the Brand coefficient was not statisti- 
cally significant. It can be seen from the Table that 
the Big Firm premium estimates generally fluctu- 
ated in the range 15-20% over the period 
1985—1996, except for 1985 (096) and 1987 (2696). 
The Big Firm premium increased abruptly to 
30.2% in 1997 and 33.9% in 1998, after which it 
became indistinguishable from zero. 

Table 4 documents the results for a pooled time- 
and firm-fixed-effects model that contains the pre- 
vious control variables, the Brand dummy and a 
Brand-year interaction variable for each of the 
years 1986-2002 inclusive. A fixed-effects model 
has the advantage of controlling for firm-specific 
omitted factors that might confound the results in 
the annual cross-sectional regressions. The fixed- 
effects estimation allows one to see how the pre- 
mium varies through time vis-a-vis the benchmark 
year (1985). The Brand coefficient is significant 
and positive, indicating the existence of a Big Firm 
premium in 1985. This contrasts with the annual 
regression results reported in Table 3, where the 
Brand coefficient was not significant in that year. 
The Brand-year interaction variables had signifi- 
cant positive coefficients in the years 1987, 1992, 
1994, 1997 and 1998, indicating that the premium 
was larger in those years than in 1985. These find- 
ings might suggest (but see below) that the 
PricewaterhouseCoopers merger enabled the Big 
Firms to increase audit fees in the years 1997 and 
1998. Over the last four years of the sample peri- 
od, the audit fee premium falls back to the 1985 
level in the fixed effect model and is insignificant 
in the annual estimations. This reduction in the 
premium might be attributable to the high profile 
scandals or the considerable regulatory and politi- 
cal upheaval in the market for professional servic- 
es. However, since these explanations are not 
grounded in academic theory, we do not seek to 
explain how the sources of the Big Firms’ premi- 
um have evolved over time in this paper. 


* Why this is so is not entirely clear. We conjecture that the 
difference is due to the fixed effects model having a stronger 
explanatory power than the annual regressions because of its 
greater number of degrees of freedom, coupled with its con- 
trols for possibly confounding unmodelled firm-and-year fac- 
tors. This would account for why the fixed effects model is 
able to pick up the brand name effect in 1985 that the annual 
estimation just fails to do at the 10% level. 
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Big Firm Premium Time- and Firm- Fixed Effects regression 


LAF = 04+ B; (Controls) + B; Brand + B, Brand86 + B, Brand87 + B, Brand88 + B, Brand89 + B, Brand90 
+ P¿Brand91 + B Brand92 + Bio Brand93 + B,, Brand94 + B,,Brand95 + B,¿Brand96 + B,, Brand97 + 8, Brand 


+B, Brand99 + B,,Brand00 D Brand01 + B,,Brand02+¢ 
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Panel Panel Premium Panel APremium 

Intercept ?  -1.526 Brand 0.192 212 Brand95 0.006 0 
(18.72) (7.42) | APremium (1.54) 

LTA + 0474 Brand86 0.003 0 Brand96 0.008 0.8 
(63.56) (0.71) (2.28) 

Sub + 0229 Brand87 0.007 07 Brand97 0.012 12 
(36.48) (2.07) (3.02) 

Current —- -0.122 Brand88 0.001 0 Brand98 0.013 13 
(5.84) (0.47) (3.14) 

Quick + 0.056 Brand89 0.001 0 Brand99 0.003 0 
(2.277) (0.14) (0.72) 

DTA + 0.135 Brand90 0.006 0 Brand00 0.004 0 
(1.75) (1.58) (1.04) 

ROI — 0.372 Brand91 0.005 0 Brand01 0.003 0 
(4.34) (1.26) (0.76) 

Foreign + 0.452 Brand92 0.011 1.1 Brand02 -0.001 0 
(11.52) (2.81) (0.30) 

YE + 0.070 Brand93 0.002 0 
(341) (0.58) N 3240 

Loss + 0001 Brand94 } 0.010 1.0 F 772 285 
(0.75) (2.53) R? 0.82 


š significant at the 1% level. The coefficients shown in bold are significant at the 5% level or lower. The first 
row shows the parameter estimate and the second row the t statistic (two-tailed) for each variable. The de- 
pendent variable is the natural logarithm of audit fees. 


LTA= natural logarithm of total assets (£'000); Sub = square root of the number of subsidiaries; Current = ratio 
of current assets to current liabilities; Quick = ratio of current assets less stock to current liabilities; DTA = ratio 
of long-term debt to total assets; ROI = ratio of earnings before interest and tax to total assets; Foreign = pro- 
portion of subsidiaries that are foreign operations; YE = 1 if fiscal year end between December and March in- 
clusive, 0 otherwise; Loss = 1 if operating loss reported in prior 3 years, 0 otherwise; Brand = 1 if Big Firm 
auditor, 0 otherwise; Brand86 = 1 if Big Firm auditor in the year 1986, 0 otherwise; Brand87 = 1 if Big Firm 
auditor in the year 1987,0 otherwise; Brand88 = 1 if Big Firm auditor in the year 1988, 0 otherwise; Brand89 
= lif Big Firm auditor in the year 1989, 0 otherwise; Brand90 = 1 if Big Firm auditor in the year 1990, 0 oth- 
erwise; Brand91 = 1 if Big Firm auditor in the year 1991, 0 otherwise; Brand92 = 1 if Big Firm auditor in the 
year 1992,0 otherwise; Brand93 = 1 if Big Firm auditor in the year 1993, 0 otherwise; Brand94 = 1 if Big Firm 
auditor in the year 1994, 0 otherwise; Brand95 = | if Big Firm auditor in the year 1995, 0 otherwise; Brand96 
= ] if Big Firm auditor in the year 1996, 0 otherwise; Brand97 = | if Big Firm auditor in the year 1997, 0 oth- 
erwise; Brand98 = 1 if Big Firm auditor in the year 1998, 0 otherwise; Brand99 = | if Big Firm auditor in the 
year 1999, 0 otherwise; BrandOO = 1 if Big Firm auditor in the year 2000, 0 otherwise; BrandO1 = 1 if Big Firm 
auditor in the year 2001, 0 otherwise; Brand02 = 1 if Big Firm auditor in the year 2002, 0 otherwise. 


Premium = (eP2—1). Premium is set equal to zero if Brand coefficient is not significant at the 5% level. 
APremium is the Big Firm — year interaction. This is the change in the Premium relative to the 1985 level. 
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An indication of the economic significance of 
these results is shown in the Premium column in 
Table 4. As before, the magnitudes of the Big Firm 
premia are computed by reference to equation (8) 
and indicate the percentage difference in audit fees 
with and without the audit being carried out by one 
of the major firms. Again, when the relevant Brand 
coefficient was not statistically significant, the pre- 
mium is set equal to zero. The premium was 21.2% 
in 1985, which is pretty much the average level re- 
ported for the annual regressions in Table 3. The 
premium increased by only about 1% in some of the 
later years, and it never fell from the 1985 level, 
suggesting that too much should not be made of the 
likely effects of the mergers and scandals on fee lev- 
els. Whatever is the source of the Big Firm premium, 
it appears to have been a temporally stable phenom- 
enon. We now consider some of those factors. 


7.2. Brand name and industry specialisation tests 

The brand name and industry specialisation OLS 
estimates (models 2—3) appear in Tables 5 and 6. 
The variable Spec refers to whether or not the au- 
ditor meets our definition of being a specialist in 
the client’s industry. The NBFSpec and BFSpec 
variables capture a Non-Big Firm or a Big Firm 
that is an industry specialist. In the case of the 
DDF and DDR definitions of industry specialisa- 
tion, the industry must pass a size criterion (con- 
tain at least 30 companies) and be important to the 
firm in terms of its share of industry audit fees or 
the extent to which it is reliant on the industry for 
revenue, respectively. The DAR and DAF defini- 
tions focus on how big a proportion of the audi- 
tor’s business comes from the client’s industry. 
These are researcher-derived measures of industry 
specialisation. In contrast, DFP refers to whether 
the auditor promotes itself as a specialist in that 
particular industry. The CDF and CDR definitions 
are continuous measures of the extent to which the 
firm is reliant on the industry for audit fees and 
revenue, respectively. CAR and CAF are re- 
searcher-derived measures of the concentration of 
the auditor’s business from the client's industry? 
Control variables are included in the regressions 
but are not reported because the coefficients are 
similar in magnitude to those reported in Tables 3 
and 4. As discussed in Section 3, we jointly esti- 
mate brand name and specialisation returns 
(Brand, NBFSpec and BFSpec in model 2) for the 
Palmrose (19862) replications. For the Craswell et 
al. (1995) methodology, we create sub-samples of 
specialist and non-specialist auditors and estimate 
returns to brand name (model 1) separately from 
industry specialisation returns (Spec in model 3). 
Since brand is invariably significant, only the sta- 


tistically significant Spec variables are tabulated. - 


Our analysis shows that returns are generally not 
significant for industry specialists defined at the 
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national level. The results in Table 5 indicate sig- 
nificant returns when specialisation is defined by 
reference to a firm's share of the industry's clients 
and audit fees (DDF). However, the other ways of 
defining specialisation all fail to yield significant 
results. The coefficient on Brand is significant but 
the coefficients on NBFSpec and BFSpec are al- 
most invariably insignificant, suggesting that it is 
not simply a return to national-level industry spe- 
cialist reputations. The results in Table 6 show that 
returns could be significant if industry specialisa- 
tion is defined at the city-level. We observe sig- 
nificant results when specialisation is defined by 
reference to a firm's share of the industry clients, 
fees and revenues (De, DDF and DDR), share of 
the auditor's business that comes from the client's 
industry (DAF) and its importance to the firm's 
revenues (i.e., CAR). The other ways of defining 
specialisation fail to yield significant results. 
Moreover, additional untabulated results indicate 
that the returns to city-level industry specialisation 
are greater if the specialist is restricted to the mar- 
ket leader. 

The implications of our findings are that the Big 
Firm premium could be attributable to brand 
names, cannot be credited to national-level indus- 
try specialist returns, but might be driven by city- 
level industry specialist returns. The evidence that 
returns to industry specialisation are significant at 
the city-level but insignificant at the national level 
differs from existing research that suggests that in- 
dustry expertise is rewarded if the auditor is both 
the city-specific leader and one of the two leading 
national firms in the industry (Ferguson et al., 
2003) or if the auditor is the industry leader 
(DeFond et al., 2000; Francis et al., 2005). Our 
mixed results are not surprising given that firms 
could expect to receive returns on investments in 
industry specialist expertise whilst competitive 
pressures could force firms to pass on at least part 


? All the regressions include Brand, which is the Big Firm 
indicator variable, and one of nine ways of defining an indus- 
try (DDF, DAF, DDR, DAR, DFP, CDF, CAF, CDR and 
CAR). Both Big Firms and medium-sized ones register DDF, 
DAF and DAR industry specialisations throughout the period, 
but medium-sized firms fail to meet the DDR and DFP crite- 
ria in a number of years. To avoid collinearity problems and to 
facilitate consistent comparison of the results across time, 
BFspec is included in all of the DDF, DAF and DAR regres- 
sions but is not reported for the other estimations. However, 
the results in the years that medium-sized firms meet the DDR 
and DFP criteria are not dissimilar to those reported. 

10 This is consistent with the behavioural study carried out 
by Simnett and Wright (2005) in a Big 4 firm into the knowl- 
edge required by auditors specialising in the insurance indus- 
try. They found that on-the-job experience was the most 
prevalent method of audit personnel gaining industry special- 
ist knowledge. If the tacit knowledge of individual auditors is 
the most important source of industry expertise, this will gen- 
erally reside at the city-office level rather than be spread 
equally across all of a firm’s offices. 
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Table 5 
Brand name and national industry specialisation panel regressions 


LAF Get D, (Controls) + B, Brand + Ba NBFSpec + B, BFSpec + €. 
LAF =0)+B, (Controls) + B, Spec +e. 
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Brand NBFSpec BFSpec Spec F R? 
+ + + + 
DDF 0.123 0.061 0.038 826.6" 0.82 
(5.81) (2.36) (1.23) 
DDF 0.063 793.3* 0.79 
ub (2.27) 
DDR 0.142 -0.029 TT1.1* 0.80 
(6.41) (0.87) 
DDR 0.029 673 2? 0.76 
(0.83) 
DAF E 0.141 0.021 0.024 774 5° 0.80 
(6.38) (0.77) (0.83) 
DAF 0.031 678.9 0.77 
(0.94) 
DAR 0.148 0.050 0.031 796.9* 0.81 
(6.51) (1.87) (1.07) 
DAR 0.024 678.4* 0.79 
(0.57) 
DFP 0.144 -0.024 747.98 0.81 
(6.43) (0.76) 
DFP 0.054 698 .4° 0.81 
(1.17) 
CDF 0.147 0.028 674.6? 0.78 
(6.48) (0.91) 
CDR 0.140 0.014 687.9" 0.77 
(6.32) (0.34) 
CAF 0.138 -0.009 642.5* 0.76 
(6.27) (0.15) 
CAR 0.142 -0.015 678.6° 0.77 
(6.40) (0.14) 


* significant at the 1% level. The coefficients shown in bold are significant at the 5% level or lower. The de- 
pendent variable is the natural logarithm of audit fees. 


The same control variables as appear in Table 3 are included in the LAF regressions, but for conciseness are 
not reported. The first row shows the parameter estimate and the second row the t statistic (two-tailed) for each 
variable. Brand = 1 if Big Firms auditor = 1, 0 otherwise; NBFSpec = Non-Big Firms industry specialisation 
variable; BFSpec= Big Firms industry specialist variable; Spec = dichotomous industry specialisation variable. 
The definitions of industry specialist are explained in detail in the Appendix. 

DDR takes the value of 1 if: (1) the industry contains at least 30 clients and (ii) the number of clients in an in- 
dustry and the firm's share of the revenue both exceed 10% (20%), O otherwise. DDF takes the value of 1 if: 
(1) the industry contains at least 30 clients and (11) the number of clients in an industry and the firm's share of 
the fees both exceed 1095 (2096), 0 otherwise. DAR takes a value of 1 if: (1) at least 2096 (3096) of the number 
of the firm's clients and (11) 20% (30%) of the value of the firm's revenue is from the industry, O otherwise. 
DAF takes a value of 1 if: (i) at least 20% (30%) of the number of the firm's clients and (ii) 20% (30%) of the 
value of the firm's fees are from the industry, 0 otherwise. DFP takes a value of 1 if the firm promotes itself as 
a specialist in this industry, O otherwise. CDR is a continuous measure of the firm's share of revenue in an in- 
dustry. CDF is a continuous measure of the firm's share of the audit fees in an industry. CAR is a continuous 
measure of the share of the firm's revenue from the industry. CDF is a continuous measure of the share of the 
firm's audit fees from the industry. 
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Table 6 
Brand name and city-level industry specialisation panel regressions 


LAF = Get B, (Controls) + B; Brand + B, NBFSpec + D, BFSpec +e. 
LAF = œ + D, (Controls) + B, Spec +e. 


Brand NBF Spec BF Spec Spec F R* 
* + + + 
DDF 0.130 0.072 0.058 884.3 0.84 
(6.20) (2.50) (2.03) 
DDF 0.084 754.2* 0.80 
(2.59) 
DDR 0.142 0.059 854.13 0.82 
(6.41) (2.07) 
DDR 0.031 707.9 0.79 
(1.20) 
DAF 0.137 0.038 0.054 865.5* 0.82 
(6.32) (1.34) (2.01) 
DAF 0.062 748.9? 0.79 
(2.16) 
DAR 0.132 0.039 0.031 861 7* 0.82 
(6.28) (1.37) (1.27) 
DAR 0.020 694 28 0.79 
(0.97) 
DFP 0.144 0.003 807.9? 0.81 
(6.43) (0.21) 
DEB 0.004 670.18 0.77 
(0.17) 
CDF 0.141 0.018 817 2? 0.80 
(6.38) (0.81) 
CDR 0.147 0.014 8162* 0.80 
(6.49) (0.78) 
CAF 0.148 0.043 832.5* 0.81 
(6.45) (1.44) 
CAR 0.142 0.056 858.6* 0.82 
(6.41) (2.05) 


2 significant at the 1% level. The coefficients shown in bold are significant at the 5% level or lower. The de- 
pendent variable is the natural logarithm of audit fees. 


The same control variables as appear in Table 3 are included in the LAF regressions, but for conciseness are 
not reported. The first row shows the parameter estimate and the second row the t statistic (two-tailed) for each 
variable. Brand = 1 if Big Firms auditor = 1, 0 otherwise; NBFSpec = Non-Big Firms industry specialisation 
variable; BFSpec= Big Firms industry specialist variable; Spec = dichotomous industry specialisation variable. 
The definitions of industry specialist are explained in detail in the Appendix. DDR takes the value of 1 if: (i) 
the industry contains at least 30 clients and (ii) the number of clients in an industry and the firm’s share of the 
revenue both exceed 10% (20%), 0 otherwise. DDF takes the value of 1 if: (i) the industry contains at least 30 
clients and (ii) the number of clients in an industry and the firm’s share of the fees both exceed 10% (20%), 0 
otherwise. DAR takes a value of 1 if: (1) at least 20% (30%) of the number of the firm's clients and (ii) 20% 
(30%) of the value of the firm's revenue is from the industry, 0 otherwise. DAF takes a value of 1 if: (1) at least 
20% (30%) of the number of the firm's clients and (ii) 20% (3096) of the value of the firm's fees are from 
the industry, 0 otherwise. DFP takes a value of 1 if the firm promotes itself as a specialist in this industry, 
0 otherwise. CDR is a continuous measure of the firm's share of revenue in an industry. CDF is a continuous 
measure of the firm's share of the audit fees in an industry. CAR is a continuous measure of the share of the 
firm's revenue from the industry. CDF is a continuous measure of the share of the firm's audit fees from the 
industry. 
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of the benefits of specialisation to clients in the 
form of lower order charges. Moreover, our results 
have been rigorously tested using a larger number 
of definitions of an industry specialist and a larger 
panel of data than extant studies. Why our results 
differ from the prior work is not entirely clear. We 
conjecture that the difference is due to industry, 
cultural and regulatory differences between the 
UK and other countries and/or the slightly differ- 
ent research design used. 


7.3. Knowledge spillovers tests 

One possible explanation for the Big Firm pre- 
mium 1s that it stems from the major firms being 
able to retain knowledge spillovers. This might 
arise if the Big Firms are able to generate more 
audit revenue, due allowance being made for 
cross-sectional variations in the drivers of audit 
Work, because of operational audit efficiencies 
they obtain from providing consulting services to 
those clients.! Preliminary evidence indicating 
that this might be happening is provided by an unt- 
abulated univariate analysis of the data that shows 
that a larger amount (in terms of money value) of 
NAS fees is generated by Big Firms when the 
clients are complex and diversified in their opera- 
tions than is obtained by non-Big Firms from sim- 
ple, undiversified clients. This finding must be 
treated with caution as it might be due to audits of 
the former being more costly to undertake. We 
therefore fit both OLS and two-stage simultaneous 
equation regressions (models 4 and 5) for the years 
when NAS fee data are available. The OLS model 
treats NAS as an exogenous determinant of audit 
fees whereas the simultaneous equations model al- 
lows us to explore whether the endogeneity of 


!! The unobservability of the costs involved in conducting 
audits means we are unable to say anything about who cap- 
tures any Big Firm premium. If Big Firms pay higher salaries 
then the premium will be shared between the partners and the 
more junior audit staff. 

12 Ezzamel et al. (2002) and Firth (2002) argue that some 
company specific events generate a demand for consultancy 
services and also require extra auditing. We have carried out 
untabulated sensitivity checks which show that the results of 
our OLS and simultaneous equation models are not materially 
different when dummy and interaction variables to control for 
mergers, share issues, the installation of information systems, 
a new chief executive officer and restructuring processes are 
added. However, one must treat the significant audit-NAS re- 
lationship and the insignificant event effects with care. 
Dummies and interaction terms were constructed using back- 
dated newspaper and microfiche reports. This analysis was un- 
dertaken retrospectively and produced a small number of 
events for the early years of the sample. The lack of variabili- 
ty in the dummy variables in the early years could mitigate 
against more positive results. Furthermore, there is suggestive 
evidence of a bias towards larger companies because they re- 
ceive a relatively greater share of the total press coverage. The 
latter factor might be important if company specific events 
that require significantly greater levels of audit effort for small 
clients are unreported in the national press. We thank an 
anonymous referee for raising these issues. 
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NAS is an issue that has to be taken into account 
in determining the impact of NAS on audit fees. 

The results of the relationships between audit 
fees, brand name and NAS are presented in Table 
7. The same control variables were included in 
both the OLS and the 2SLS specifications as were 
employed in the earlier regressions. We predict 
that very similar factors that explain the magnitude 
of audit fees will also drive NAS — namely, client 
size, risk, profitability and complexity.!? However, 
while there is reason to believe that clients with fi- 
nancial year-ends that fall within the peak period 
December-March impose greater marginal costs 
on auditors than those with other year-ends, the 
same does not seem likely to be the case with non- 
audit assignments. Since the demand for NAS 
seems unlikely to be heavily influenced by the 
client's financial reporting cycle, we include the 
same exogenous variables in the LNAS 2SLS 
equation, except we exclude the YE variable. The 
OLS results imply that the audit revenue elasticity 
with respect to non-audit revenue is 0.138; in other 
words, an increase in NAS fees of one pound will 
generate extra audit fees of about fourteen pence. 
However, we find convincing evidence (at the 
p<4% and p<3% levels, respectively) that audit 
and NAS fees are interrelated using the Hausman 
(1978) exogeneity test, suggesting these results 
need to be treated with caution. When LNAS is 
estimated as an endogenous variable by fitting a 
simultaneous equations model, it remains a signif- 
icant factor. If we focus on the two-stage results, 
the audit revenue elasticity with respect to non- 
audit revenue is 0.151; in other words, an increase 
in NAS fees of one pound will generate extra audit 
fees of 15 pence. The relationship is much stronger 
when we consider the impact of audit fee income 
on non-audit fee revenue. There is clear evidence 
to suggest that NAS revenue is a positive function 
of the level of audit fee income. Moreover, the 
quantitative impact of the LAF coefficient is much 
greater, an increase in audit revenue from a client 
of one pound generating additional non-audit in- 
come of 93 pence. 

The Table 7 results indicate that the Big Firm 
premium coefficient is not statistically significant 
after controlling for NAS, suggesting Big Firms 
charge the same price as a small audit firm. This is 
contrary to the result shown in the earlier tables, 
when no control was included for NAS. Taken to- 
gether, these results imply that the Big Firm pre- 
mium could be partially attributable to the failure 
to control for NAS. When allowance is made for 
the endogeneity of NAS, the significance of the 
Big Firm premium declines substantially. However, 
one must interpret this result with a degree of cau- 
tion because the extent to which NAS might proxy 
for other omitted variables is unclear. We do not 
investigate this issue in this paper but believe that 
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Table 7 


ACCOUNTING AND BUSINESS RESEARCH 


Brand name and knowledge spillovers OLS and simultaneous equations models 


LAF =Q,+ B, (Controls) + B, Brand + B,LNAS +e. 


LNAS = œ+ B, (Controls) + B LAF +e. 


OLS 2SLS 2SLS 
Dependent variable LAF LAF LNAS 
Intercept —1.280 —1.302 —1.438 
(15.55) (15.98) (18.87) 
LTA 0.419 0.438 0.389 
(58.19) (61.24) (53.18) 
Sub 0214 0.216 0.224 
(33.39) (34.69) (31.08) 
Current —0.106 —0.124 -0.046 
(5.39) (5.97) (1.52) 
Quick 0.051 0.056 0.028 
(2.24) (2.28) (1.23) 
DTA 0.147 0.131 0.179 
(1.86) (1.59) (2.16) 
ROI —0.384 -0.388 -0.303 
(4.41) (4.51) (3.26) 
Foreign 0.456 0.466 0.354 
(11.60) (12.08) (9.73) 
YE 0.061 0.028 
(2.97) (1.24) 
Loss 0.011 0.009 -0.009 
(0.80) (0.70) (0.67) 
Brand 0.071 0.093 0.079 
(1.01) (1.55) (1.07) 
LNAS 0.138 0.151 
(3.97) (4.67) 
LAF 0.886 
(12.89) 
F 603.214 862.14" 317.24? 
R? 0.82 0.84 0.77 


? significant at the 1% level. 

The coefficients shown in bold are significant at the 5% level or lower. 

The first row in each panel shows the parameter estimate and the second row the t statistic (two-tailed) for each 
variable. 

LTA = natural logarithm of total assets (£’000); Sub = square root of the number of subsidiaries; Current = ratio 
of current assets to current liabilities; Quick = ratio of current assets less stock to current liabilities; DTA = ratio 
of long-term debt to total assets; ROI = ratio of earnings before interest and tax to total assets; Foreign = pro- 
portion of subsidiaries that are foreign operations; YE = 1 if fiscal year end between December and March in- 
clusive, 0 otherwise; Loss = 1 if operating loss reported in prior 3 years, O otherwise; Brand = 1 if Big Firm 
auditor, 0 otherwise; LAF = natural logarithm of audit fees. LNAS = natural logarithm of non-audit service 
fees. 


Vol. 36 No. 3. 2006 


the relationship between NAS and other variables 
is a valuable avenue for further research. 


7.4. Monopoly pricing tests 

Our models contain control variables for the size 
of a client that should be the prime factor in the de- 
termination of the price of an audit. However, size 
might affect audit fee income in more complex 
ways than is captured by the simple linear specifi- 
cation used in this and earlier studies. For exam- 
ple, a Big Firm might be able to charge more than 
its smaller brethren for auditing a large client be- 
cause the client’s market is more concentrated. We 
address this possibility by re-running model 1 for 
sub-samples partitioned according to the size of 
the clients. Size partitioning across the panel of 
data is problematic because clients move between 
quartiles over the sample period. We therefore 
present the results of annual estimations in Table 8. 
The brand name premium is significant for clients 
from the first quartiles in 1987, 1988, 1994, 1995, 
1997—2000 and 2002. For the second quartile, sig- 
nificant brand name returns are reported in 
1989-1991, 1993, 1997, 1998 and 2001. A signif- 
icant brand name coefficient is observed in 1985 
and 1992 for the third quartile and in 1987 and 
1998 for the fourth quartile. The significant nega- 
tive brand name coefficient in 2002 for the fourth 
quartile suggests that the international firms 
charged significantly lower fees than their smaller 
counterparts. The reasons for this are unclear; we 
conjecture it could be due to price competition for 
the prestigious blue-chip clients that were audited 
by Andersen in the wake of the Enron and 
WorldCom fiascos. For robustness, we estimated a 
panel regression across the sub-samples of clients 
that did not move between quartiles but the results 
were not materially different from those reported 
above. These mixed results imply that there is no 
evidence of systematic anticompetitive pricing and 
the demand for the quality-differentiated services 
of a reputable accounting firm is greatest for small 
clients, consistent with product differentiation 
(Anderson and Zeghal, 1994). 


7 5. Sensitivity analysis 

The sensitivity of the results reported in Tables 
3-8 have been tested in a variety of ways. Our 
checks suggest the models are well specified from 
an econometric perspective. There is no evidence 
that heteroskedasticity is a problem. Likewise, vari- 
able exclusion, consideration of a different model 


13 Ireland and Lennox (2002) find that self-selection among 
1,543 listed UK clients is significant and the Big Firm premium 
is twice as large when selectivity is taken into account. Chaney 
et al. (2004) observe a Big Firm premium for 15,255 private 
UK clients that disappears after controlling for self-selection 
bias. Furthermore, clients choosing Big Firm auditors would 
have faced higher fees had they chosen a non-Big Firm auditor. 
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and prior beliefs about variable estimates (Gujarati 
1999) suggest that the results are not contaminated 
by multicollinearity. 

Since the annual regression results could be sen- 
sitive to firm-specific events not captured by our 
control variables, we also estimated fixed-effects 
regressions with dummies for audit firms. An im- 
portant feature of this procedure is that the Brand 
variable is substituted with separate variables for 
each of the large-, medium- and small-sized firms. 
Consistent with the Big Firm premium evidence 
reported earlier, we find that the coefficients on the 
medium and small firms are significantly lower 
than the Big Firm coefficients. We also sequential- 
ly exclude individual accounting firms from the 
estimate of model 1 and find results that are con- 
sistent with our earlier analysis. We find no evi- 
dence to suggest that any one particular firm is 
driving the findings reported in this paper. 

In addition to the steps outlined in above, model 
structure has been further assessed by using differ- 
ent proxies for client size, complexity, risk, brand 


name and industry specialisation, without the re- 


sults being materially affected. We flex our indus- 
try specialisation definitions by using steeper 20% 
and 3096 hurdle rates. Although there are fewer 
specialists, the unreported results are not material- 
ly different. Likewise, we test the sensitivity of the 
results reported in Tables 5 and 6 by excluding 
each firm and industry sequentially to see if any 
were driving the results. The results were substan- 
tially the same. 

Functional form has further been examined by 
considering the possibility that brand name, size, 
risk and NAS might interact in complex ways. 
Audit firms might be able to generate more NAS 
business when the client is particularly large or 
risky. Big Firms might be particularly well placed 
to provide NAS and their ability to provide such 
additional services might lead to larger audit fees. 
We include various two-way interactions of audi- 
tor type, client size, client risk and NAS revenue, 
but the untabulated results do not support the view 
that the Big Firms charge more the greater the size 
or risk of the client. 

We acknowledge that our research design could 
be sensitive to the assumption that auditor choice 
is an exogenous variable. Recent studies argue that 
clients are not randomly assigned to audit firms.!* 
We control for selection bias using the methodolo- 
gy detailed by Maddala (1983). In the first stage, 
we estimate an auditor choice probit model to 
compute inverse Mill’s ratios (IMR). Following 
Ireland and Lennox (2002), we believe that the 
choice of audit firm will depend mostly on 
whether the client is large (LTA) and has diverse 
overseas operations (Foreign). We extend this 
work by testing whether clients are also drawn to 
an audit firm that can provide additional consul- 
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Table 8 
OLS regressions partitioned by client size 


LAF=0+ B, (Controls) & B, Brand +€. 


Smallest quartile Second quartile Third quartile Largest quartile 
Brand Adj R? Brand Adj R? | Brand | AdjR | Brand Adj R? 
(estat) (Estat) (estat)  (F stat) (estat) (EFE sta) (t-stat) — (F stat) 

1985 0.006 0.74 0.214 0.59 0.382 0.67 —-0.164 0.54 
(0.04) (1.36) (2.34) (0.69) 

1986 0.116 0.53 0.192 0.58 0.275 0.54 -0.023 0.55 
(0.68) (1.36) (1.37) (0.09) 

1987 0.274 0.46 0.215 0.54 0.145 0.49 0.542 0.50 
(1.99) (1.61) (0.90) (2.00) 

1988 0.301 0.53 0.010 0.65 0.076 0.50 0.468 0.51 
(2.21) (0.11) (0.37) (2.04) 

1989 0.111 0.53 0.204 0.64 0.052 0.41 0.247 0.41 
(0.98) (1.99) (0.32) (1.04) 

1990 0.041 0.63 0.210 0.60 0.161 0.46 0.398 0.46 
(0.45) (2.01) (0.97) (1.67) 

1991 0.012 0.58 0.202 0.66 0.165 0.55 0.334 0.45 
(0.13) (1.98) (1.10) (1.40) 

1992 0.069 0.58 0.115 0.66 0.436 0.52 0.381 0.50 
(0.81) (1.07) (2.95) (1.39) 

1993 0.033 0.61 0.373 0.60 0.123 0.58 0.258 0.43 
(0.37) (3.13) (0.83) (1.14) 

1994 0.176 0.67 0.218 0.54 0.236 O57. 0.284 0.51 
(1.97) (1.87) (1.53) (1.49) 

1995 0.181 0.70 0.137 0.60 0.282 0.59 0.208 0.47 
(2.07) (1.23) (1.75) (1.54) 

1996 0.165 0.57 0.124 0.46 0.125 0.64 0.058 0.70 
(1.81) (0.95) (0.80) (0.31) 

1997 0.431 0.60 0.287 0.53 0.147 0.54 0.185 0.69 
(3.20) (2.17) (1.24) (1.31) 

1998 0.431 0.58 0.315 0.67 0.207 0.51 -0.162 0.75 
(3.20) (2.34) (1.60) (0.81) 

1999 0.365 0.52 0.122 0.45 0.165 0.66 -0.207 0.74 
(2.65) (0.91) (1.21) (1.58) 

2000 0.237 0.50 0.187 0.44 0.091 0.70 -0.215 0.69 
(2.08) (1.85) (0.55) (1.64) 

2001 0.134 0.57 0.462 0.53 0.158 0.67 -0.159 0.69 
(0.68) (3.98) (1.03) (0.79) 

2002 0.378 0.49 0.246 0.46 0.132 0.64 -0.409 0.76 
(2.46) (1.87) (0.87) (2.92) 


? significant at the 1% level. The coefficients shown in bold are significant at the 5% level or lower. 


The dependent variable is the natural logarithm of audit fees. 
The same control variables as appear in table 3 are included in the regressions, but for conciseness are not re- 


ported. 


The first row shows the parameter estimate and the second row the t statistic (two-tailed) for each variable. 


Brand = 1 if Big Firm auditor, 0 otherwise. 
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tancy services (LNAS). Let denote the unobserv- 
able utility of the Big versus non-Big Auditor 
choice defined by the relationship 


yj 9 Yo Yı LTA;+ f; Foreign; y, LNAS,4 v, (9) 


where y,=1 if y; » 0 and y,=0 otherwise. 

The results of our estimation of the auditor 
choice equation (9) are presented in column (1) of 
Table 9. All of the explanatory variables exhibit 
the expected sign and are statistically significant 
(p«0.001). These findings imply that clients char- 
acterized as relatively larger (LTA,), with many 
overseas subsidiaries (Foreign,) or requiring addi- 
tional consultancy services (LNAS,) are more 
likely to hire a large audit firm than a small audit 
firm. 

The next step is to separately state audit fee 
models for large and small firms as follows 


LAF i= Bue? B', Controls; uj (10) 


(11) 


where for client 1 Controls, is the same vector of 
proxies for client size, risk, complexity and the op- 
portunity cost of audit labour as used in equation 
(1) and LAF,, and LAF,, are the natural logarithm 
of the audit fees paid to a large or small audit firm. 
For each client i, their choice of a large or small 
firm determines whether LAF,, or LAF, is ob- 
served. Unlike equation (1), equations (10) and 
(11) allow the coefficients on the control variables 
to differ for large and small firms (i.e. B',,#'p)). 
The results of the large and small audit firm de- 
mand equations (10 and 11) are presented in 
columns (2) and (3) of Table 9 respectively. The 
coefficients on the control variables are generally 
consistent with our expectations. The estimate 
of the Big Firm premium (expPio—expPo = 14%) 
is similar to the mean of the premia reported in 
Table 3. 

In the final stage, we control for self-selection 
bias by estimating audit fee models for large and 
small firms 


LAF ;= Buet B'i Controls, 04,44, ei 
LAF,7 Boot B'o Controls; Oo, Ag; + €o; 


LAF y= Boot B'o, Controls, + ug; 


(12) 
(13) 


where Ou Au ETuj;| y;- 1] and Oo, Ag. = Eluy;| y; 1] 
control for selection. The IMR (À,; and À,;) results 
from equation (9) are used to allow for selection 
bias in equations (12) and (13). We present the re- 
sults of these estimations in columns (4) and (5) of 
Table 9. The coefficients on the control variables 
are generally consistent with our earlier work and 
the estimate of the Big Firm premium increases 
to 23%. The significance of the IMR indicates 
the importance of controlling for selectivity. 
Consistent with Ireland and Lennox (2002), these 
results imply that studies that fail to control for 
self-selection bias could underestimate the size of 
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the Big Firm premium. The question of whether 
the Big Firm premium determinants are affected 
by self-selection bias is left for further work. 


8. Summary and conclusions 

Prior research on audit pricing has found evidence 
consistent with the claim that the largest audit 
firms charging a premium for their services in a 
number of countries. However, the evidence con- 
cerning the UK has been mixed, with some studies 
reporting a premium and others failing to do so. 
Our study has two distinguishing features. We start 
by confirming over a greater time period than hith- 
erto the finding in prior research that the Big Firms 
appear to earn an audit fee premium, when due al- 
lowance is made for factors like the size, com- 
plexity and riskiness of a client's business. We add 
to this earlier work by finding that the premium 
has eroded in recent years. 

The major contribution of the paper is to exam- 
ine whether this Big Firm premium is associated 
with omitted factors. We test for these factors 
using a large panel of data taken from a wider time 
frame than the extant literature and by providing a 
number of research design improvements. This is 
the first study to find that the Big Firm premium 
might be associated with the provision of NAS to 
UK audit clients, when proper allowance is made 
for the fact that the pricing of an audit can be af- 
fected by non-audit services, and vice versa. We 
also examine the possible role of industry special- 
isation, using a much wider number and variety of 
measures than have been employed in previous 
studies. We find that the Big Firm premium cannot 
be attributed to specialisation at the national level, 
although there is some evidence of significant re- 
turns if specialisation is defined at the city level. 
Finally we consider whether the Big Firms are col- 
luding over price in the highly concentrated large 
audit client market. When we partition by client 
size, we find that Big Firm returns are more sig- 
nificant in the small client sector, consistent with 
product differentiation rather than abuse of mo- 
nopoly power. 

Our study has a number of limitations. The UK 
is an excellent test site for examining the relation- 
ship between the pricing of audit and non-audit 
services provided to audit clients because both 
types of fee have been publicly disclosed for some 
time. However, the amount the auditor receives for 
non-audit services is not disaggregated into com- 
ponent parts (e.g. special investigations, tax ad- 
vice, corporate recovery, mergers and acquisitions 
and other management advisory services). 
Changes in various countries concerning the non- 
audit work that auditors can do for their audit 
clients could make it possible to narrow down the 
focus in future investigations. 

A second limitation is the essentially ad hoc na- 
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Table 9 
Evaluating the effects of selection bias on audit fees 


Y, =Yot Y LTA Y, Foreign,;+ y,LNAS,+ v, 
LAF Bar D'j; Controls; 0,4, e 
LAFy i= Boot Ba Controls, Op Ào;-- Coi 


(1 ) (2) (3) (4) (5) 
yi LAF; LAF y LAF; LAF y 
Intercept ? —0.790 7 -0.625 -0.934 — 0.527 —1.007 
(2.03) (3.34) (1.55) (3.42) 
P (0.001) (0.044) (0.001) (0.082) (0.001) 
LTA + 0.128 + 0.430 0.421 0.393 0.408 
(16.02) (13.79) (15.72) (14.24) 
(0.001) (0.001) (0.001) (0.001) (0.001) 
Sub + 0.191 0.205 0.222 0.263 
(8.12) (7.67) (8.87) (9.07) 
(0.001) (0.001) (0.001) (0.001) 
Current — —0.250 - 0.121 —0.264 -0.087 
(3.19) (1.02) (3.31) (0.78) 
(0.001) (0.321) (0.001) (0.473) 
Quick + a 0.145 0.187 0.076 
(2.03) (1.12) (1.90) (0.51) 
(0.046) (0.304) (0.066) (0.610) 
DTA + 0.284 0.076 0.303 0.081 
(1.53) (0.64) (2.03) (0.72) 
(0.127) (0.522) (0.047) (0.508) 
ROI ~ -0.810 0.001 — 0.790 -0.020 
(2.44) (0.07) (2.28) (0.19) 
(0.001) (0.946) (0.001) (0.904) 
Foreign + 0.264 + 0.787 0.525 0.787 0.528 
(5.41) (2.01) (5.A1) (2.06) 
(0.001) (0.001) (0.049) (0.001) (0.038) 
YE + 0.022 0.017 0.027 0.009 
(0.29) (0.19) (0.34) (0.07) 
(0.769) (0.834) (0.760) (0.893) 
Loss + 0.129 0.023 0.097 0.46 
(1.13) (0.23) (0.94) (0.38) 
(0.260) (0.821) (0.406) (0.796) 
LNAS 4 0.245 
(0.001) 
Ns —0.779 
(6.01) 
(0.001) 
Ao 7 0.102 
(1.12) 
(0.291) 
R? 0.85 0.83 0.85 0.83 


The coefficients shown in bold are significant at the 596 level or lower. The first row shows the parameter es- 
timate, the second row the t statistic (two-tailed) and the third row the p value. 

LTA= natural logarithm of total assets (£'000); Sub = square root of the number of subsidiaries; Current = ratio 
of current assets to current liabilities; Quick = ratio of current assets less stock to current liabilities; DTA = ratio 
of long-term debt to total assets; ROI = ratio of earnings before interest and tax to total assets; Foreign = pro- 
portion of subsidiaries that are foreign operations; YE = 1 if fiscal year end between December and March in- 
clusive, 0 otherwise; Loss = 1 if operating loss reported in prior 3 years, 0 otherwise; LNAS = natural logarithm 
of non-audit service fees; A,; and Xo; are the Inverse Mills Ratios used to control for selection bias for large and 
small audit firms respectively. 
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ture of the audit and non-audit pricing models used 
in this and other studies. A better theoretical un- 
derstanding of the audit production function and 
determinants of NAS fees could enable sharper 
tests to be made by researchers, assuming suitable 
empirical proxies can be identified. 

Consistent with much of the prior literature, a 
third limitation is that the models used in this study 
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initially assume that auditor choice is exogenous. 
Our models show that the Big Firm premium in- 
creased after controlling for self-selection bias. 
This study has been unable to ascertain the extent 
to which the determinants of the Big Firm premi- 
um are affected by self-selection bras. We believe 
that this could be a fruitful avenue for further 
work. 


Appendix 

The prior literature defines industry specialisation using a dichotomous measure of the auditors’ sales or fees 
in an industry, hereinafter DAI (Palmrose, 1986a; Craswell et al., 1995 and DeFond et al., 2000). The present 
study extends this prior work in four ways. First, we compute continuous and dichotomous measures of spe- 
cialisation to try to capture complexities stemming from firms choosing to invest different amounts in the de- 
velopment of specialist expertise (Krishnan and Yang, 1998). Second, since small firms might devote 
significant amounts of their resources to one particular industry, we define specialisation in terms of the audit 
firm’s share of their portfolio in an industry, hereinafter AFSI, and the audit firm’s perceived areas of industry 
specialisation (as advertised on websites and in corporate literature), hereinafter AFP. Third, for robustness we 
estimate three (10%, 20% and 30%) hurdle rates of specialisation. Finally, we define specialisation at both the 
city-level and national-level (Ferguson et al., 2003). In total, we use nine specialist measures. These measures 
are derived from the following variables: 


SALES, = sales of company j in industry i audited by firm k, 

FEES., = audit fees of auditor k from company j in industry i, 

CL jx = 1 if company j is in industry i and is audited by auditor k; 0 otherwise 
K, = number of (listed) companies in industry i. 


Five of the specialist measures are dichotomous indicator variables: 


1. A DAI specialist variable, DDR, that takes the value of 1 if the following two conditions hold: (i) the in- 
dustry contains at least 30 clients and (i1) the aggregate share number of the sales of the audit firm's clients 
in an industry exceed a = 10% (20%) of the industry's sales revenue. Otherwise DDR is set equal to zero. 
More precisely: 

If {(K,2 30) N(SALESSHARE,,>0)), DDR, = 1; otherwise DDR,,=0, 
where K; is the number of companies in industry i and 


Z] SALES 
SALESSHARE, = » | ——— 
It) V Y SALES, 
km] j=] 


DDR is intended to capture settings where becoming an industry specialist might be a rational goal for an 
audit firm (condition one) and where the audit firm’s clients have a significant share of the economic activ- 
ity in that industry (condition two). 


2. A fee-based DAI specialist variable, DDF, that takes the value of 1 if the following two conditions hold: (i) 
the industry contains at least 30 clients and (ii) the audit firm's share of the audit fees paid by the industry 
exceeds a = 10% (20%). DDF = 0 otherwise. More precisely 
If ((K;z 30) N(FEESHARE,,> @)}, DFR, = 1; otherwise DFR, —0,where: 


4| FEES 
FEESSHARE, = » | ——— 


i| Y Y FEES. 


k=l fm] 


DDF is intended to capture settings where becoming an industry specialist might be a rational goal for an 
audit firm (condition one) and where the auditor has a substantial share of the audit income generated by 
the industry (condition two). 
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3. Arevenue-based AFSI specialist variable, DAR, that takes a value of | if the following two conditions hold: 
(i) at least a = 20% (30%) of the number of the firm's clients and (11) œ = 20% (30%) of the value of the 
auditors’ clients’ revenue is from the industry. DAR = 0 otherwise. More precisely: 

If ((0CLIENT,2. 30) © (®SALESCLIENT,, > )}, DAR, = 1; otherwise DAR¡=0,where: 


%CLIENT, = Y REL E 
mn >, > CLIENT 


tel j=l 


L| SALES 
% SALESCLIENT, = >| ————— 


Jat) Y Y SALES y 
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DAR is intended to capture settings where the auditor has a large share of its clients from the industry (con- 
dition one) and the clients are economically significant (condition two). 


4. A fee-based AFSI specialist variable, DAF, that takes a value of 1 if the following two conditions hold: (1) 
at least œ = 20% (30%) of the number of the firm's clients and (ii) @ = 20% (30%) of the value of the firm's 
fees are from the industry. DAF = 0 otherwise. More precisely: 

If {((®CLIENT 2 0) O(%FEESCLIENT;,> 0)) , DAR, = 1; otherwise DAR;=0,where: 


d CLIENT 


m| S Y CLIENT, 


i=l fal 
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DAF is intended to capture settings where the auditor has a large share of both its clients (condition one) 
and its audit fee income (condition two) from the industry. 


5. An AFP specialist variable, DFP, that takes a value of | if the firm promotes itself as a specialist in this 
industry. DFP = 0 otherwise. 


We also use four corresponding continuous variables of industry specialism: 


1. Arevenue-based measure of DAI specialist, CDR: the ratio of the accounting firm’s revenue within an in- 
dustry to the total amount of revenue earned by firms in that industry. CDR is a continuous measure based 
on the share of the total sales revenue of that industry attributable to the auditor’s clients: 


J| SALES, 
SALESSHARE, = Al 


Jnl) Y Y SALES y 
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2. A fee-based measure of DAI specialist, CDF: the ratio of the accounting firm's audit fees within an indus- 
try to the total amount of audit fees paid by firms in that industry. CDF is a continuous measure based on 
the auditor’s share of the total audit fees paid by companies in that industry: 


J| FEES » 


FEESSHARE, = 9 | 4 —- 


e E D TEES; 


k=] j=l 
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3. A revenue-based measure of AFSI specialist, CAR: the ratio of the accounting firm's revenue within an in- 
dustry to the total amount of revenue earned by the firm’s portfolio of clients. CAR is a continuous meas- 
ure based on the share of the total sales revenue of that industry attributable to the auditor’s clients: 


J| SALES, 
1 J 


Jal Y Y SALES a 


ta] jal 


SALESCLIENT, = 


4. A revenue-based measure of AFSI specialist, CAF: the ratio of the accounting firm's audit fees within an in- 
dustry to the total amount of audit fees paid by firms in their total portfolio of clients. CAF is a continuous 
measure based on the proportion of its fees that are derived from the industry: 


DÍ FEES» 


FEESCLIENT, = Y | — 


m| Y Y FEES y 


im} jul 


References 

Abdel-Khalik, A. (1990). ‘The jointness of audit fees and 
demand for MAS: A self-selection analysis’. 
Contemporary Accounting Research, 6(2): 295-322. 

Akerlof, G. (1970). “The market for lemons: quality uncer- 
tainty and the market mechanism'. Quarterly Journal of 
Economics, 222: 488—500. 

Anderson, T. and Zeghal, D. (1994). "The pricing of audit 
services: further evidence from the Canadian market', 
Accounting and Business Research, 24(95): 195—207. 

Ande, R., Griffen, P., Treece, D. and Williamson, O. 
(1997). 'An economic analysis of auditor independence 
for a multi-service public accounting firm'. Report pre- 
pared for the AICPA by The Law & Economics 
Consulting Group, Inc. 

Ashton, A. (1991). “Experience and error frequency knowl- 
edge as potential determinants of auditor expertise’. 
Accounting Review, 66: 216—239. 

Baber, W., Brooks, E. and Ricks, W. (1987). ‘An empirical 
investigation of the market for audit services in the public 
sector’. Journal of Public Policy, 12: 353-375. 

Barkess, L. and Simnett, R. (1994). ‘The provision of other 
services by auditors: independence and pricing issues’. 
Accounting and Business Research, 24(94): 99-108. 

Bartlett, R. (1993). "A scale of perceived independence: 
new evidence on an old concept’. Accounting, Auditing 
and Accountability Journal, 6(2): 52-67. 

Beattie, V. and Fearnley, S. (1995). ‘The importance of 
audit firm characteristics and the drivers of auditor 
change in the UK listed company market’. Accounting 
and Business Research, 25, 100 (Autumn): 227-239. 

Beck, P., Frecka, T. and Solomon, I. (1988). 'A model of 
the market for MAS and audit services: knowledge 
spillovers and auditor-auditee bonding'. Journal of 
Accounting Literature, 7: 50—64. 

Berton, L, (1995). ‘Price Waterhouse managers realign to 
cover specialised industry lines’. Wall Street Journal, 
June p.28. 

Bonner, S. and Lewis, B. (1990). ‘Determinants of auditor 
expertise’. Journal of Accounting Research, (Supplement): 
28: 1-28. 

Brinn, T., Peel, M. and Roberts, R.(1994), ‘Audit fee de- 
terminants of independent and subsidiary unquoted com- 
panies in the UK — an exploratory study’. British 





Accounting Review, 26: 101—121. 

Butterworth, S. and Houghton, K. (1995). ‘Auditor switch- 
ing: the pricing of audit services'. Journal of Business, 
Finance and Accounting, 22(3): 323—344. 

Chan, P., Ezzamel, M. and Gwilliam, D. (1993). 
"Determinants of audit fees for quoted UK companies'. 
Journal of Business Finance and Accounting, 20: 
765-786. 

Chaney, P., Jeter, D. and Shivakumar, L. (2004). ‘Self se- 
lection of auditors and audit pricing in private firms’. 
Accounting Review, 79(1): 51-72. 

Craswell, A. and Francis, J. (1999). ‘Pricing initial audit 
engagements: a test of competing theories’. Accounting 
Review, April. 

Craswell, A. and Taylor, S. (1991). "The market structure 
of auditing in Australia: the role of industry specializa- 
tion'. Research in Accounting Regulation, 5: 55—77. 

Craswell, A., Francis, J. and Taylor, S. (1995). ‘Auditor 
brand name reputations and industry specializations'. 
Journal of Accounting and Economics, 20: 297—322. 

Craswell, A., Francis, J. and Taylor, S. (1996). ‘The effect 
of audit market deregulation on the pricing of brand name 
reputation’. Working paper: 1-20, University of Sydney. 

Danos, P. and Eichenseher, J. (1981). “The analysis of in- 
dustry-specific auditor concentration: towards an ex- 
planatory model'. Accounting Review, (July): 479—492. 

Danos, P. and Eichenseher, J. (1982). ' Auditor industry dy- 
namics: factors affecting changes in client-industry mar- 
ket shares', Journal of Accounting Research, (Autumn): 
604—616. 

Danos, P. and Eichenseher, J. (1986). ‘Long-term trends to- 
ward seller concentration in the US audit market'. 
Accounting Review, 61: 633-650. 

Davis, L., Ricchiute, D. and Trompeter, G. (1993). ‘Audit 
effort, audit fees, and the provision of non-audit services 
to audit clients’. Accounting Review, 68: 135-150. 

DeAngelo, L. (1981). ‘Auditor size and auditor quality’. 
Journal of Accounting and Economics, 1: 183—199. 

DeBerg, C., Kaplan, S. and Pany, K. (1991). ‘An examina- 
tion of some relationships between audit and non-audit 
services and auditor change'. Accounting Horizons, 5(1): 
17-28. 

DeFond, M., Francis, J. and Wong, T. J. (2000). 'Auditor 
industry specialization and market segmentation: evi- 


230 


dence from Hong Kong’. Auditing: A Journal of Practice 
& Theory, 19,1(Spring): 49-66. 

Dopuch, N. and Simunic, D. (1980). ‘The nature of com- 
petition in the auditing profession: a descriptive and nor- 
mative view’ in Regulation and the Accounting 
Profession. J Buckley and F Weston (eds). Learning 
Publications. 

Dunn, K., Mayhew, B. and Morsfield, S. (2000). ‘Auditor 
industry specialization and client disclosure quality’. 
Working paper, Baruch College. 

Eichenseher, J. and Danos, P. (1981). “The analysis of in- 
dustry specific concentration: toward and explanatory 
model’. Accounting Review, 56: 479-492. 

Ezzamel, M., Gwilliam, D. and Holland, K. (1996). 'Some 
empirical evidence of publicly quoted UK companies on 
the relationship between the pricing of audit and non- 
audit services’. Accounting and Business Research, 27 (1): 
3-16. 

Ezzamel, M., Gwilliam, D. and Holland, K. (2002). “The 
relationship between categories of non-audit services and 
audit fees: evidence from the UK”. International Journal 
of Auditing, March. 

Fama, E. and McBeth, J. (1973). ‘Risk, return and equilib- 
rum: empirical tests'. Journal of Political Economy, 71: 
607—636. 

Ferguson, A. and Stokes, D. (2002). ‘Brand name audit 
pricing, industry specialization and leadership premiums 
post Big 8 and Big 6 mergers’. Contemporary Accounting 
Research, 19(1): 77—110. 

Ferguson, A., Francis, J. and Stokes, D. (2003). ‘The ef- 
fects of firm-wide and office-level industry expertise on 
audit pricing'. Accounting Review, 78(2): 429—448 

Firth, M., (1997). "The provision of non-audit services and 
the pricing of audit fees'. Journal of Business, Finance 
and Accounting, 24(3): 511—525. 

Firth, M. (2002). 'Auditor-provided consultancy services 
and their associations with audit fees and audit opinions'. 
Journal of Business Finance and Accounting, 29(5&6): 
661—694. 

Francis, J., Reichelt, K. and Wang, D. (2005). "The pricing 
of national and city-specific reputations for industry ex- 
pertise in the US audit market'. Accounting Review, 
January. Forthcoming. 

Francis, J. and Simon, D. (1987). *A test of audit pricing in 
the small-client segment of the US audit market’. 
Accounting Review, 62: 145—157. 

Francis, J. and D. Stokes, (1986). ‘Audit prices, product 
differentiation and scale economies: further evidence 
from the Australian market'. Journal of Accounting 
Research, (Autumn): 383-393. 

Francis, J. and Wilson, E. (1988). “Auditor changes: a joint 
test of theories relating to agency costs and auditor differ- 
entiation’. Accounting Review, 63: 663—682. 

Francis, J. (1984). ‘The effect of audit firm size on audit 
prices: a study of the Australian market’. Journal of 
Accounting and Economics, (August): 133-151. 

Gist, W. and Michaels, P. (1995). ‘Auditor concentration 
and pricing of audit services: public policy and research 
implications’. Advances in Public Interest Accounting, 6: 
233-271. 

Gujarati, D. (1999). Essentials of Econometrics. McGraw 
Hill. 

Hair, J., Anderson, R., Tatham, R. and Black, W. (1998). 
‘Multivariate Data Analysis’. 5th ed. New Jersey: 
Prentice Hall. 

Hausman, J. (1978). ‘Specification test in econometrics’. 
Econometrica, 46: 1,251-1,271. 

Henderson, B., and Kaplan, S. (2000). ‘An examination of 
audit report lag for banks: a panel data approach’. 


ACCOUNTING AND BUSINESS RESEARCH 


Auditing: A Journal of Practice and Theory, 19(2): 
159-174. 

Hogan, C and Jeter, D. (1999). 'Industry specialization by 
auditors’. Auditing: A Journal of Practice and Theory, 18, 
I(Spring): 1-17. 

Hsaio, C. (1986). Analysis of Panel Data. Cambridge 
University Press. 

Ireland, J. and Lennox, C. (2002). ‘The large audit firm 
premium: a case of selectivity bias?’ Journal of 
Accounting, Auditing and Finance, 17(1): 73-91. 

Jensen, M. and Meckling, W. (1976). “Theory of the firm, 
managerial behaviour, agency costs and ownership struc- 
ture’. Journal of Financial Economics, 3: 305—360. 

Jeppesen, K. (1998). ‘Reinventing auditing, redefining 
consulting and independence’. European Accounting 
Review, 7(3): 517-539. 

Judge, G. (1988). Introduction to the Theory and Practice 
of Econometrics. 2nd ed. New York Chichester: Wiley, 
p.868. 

Klein, B. and Leffler, K. (1981). “The role of market forces 
in assuring contractual performance’. Journal of Political 
Economy, 89: 615—641. 

Krishnan, J. (2001). “A comparison of auditors’ self-report- 
ed industry expertise and alternative measures of industry 
specialization’. Asia Pacific Journal of Accounting and 
Economics, 8: 109—126. 

Krishnan, J. and Yang, J. (1998). ' Auditor industry special- 
ization and the earnings response coefficient'. Working 
paper, Temple University. 

Lee, S. (1996). “Auditor market share, product differentia- 
tion and audit fees’. Accounting and Business Research, 
26(4): 315-324. 

Lowenstein, R. (2002). 'Auditor independence: the SEC 
chairman doesn't get it’. Wall Street Journal, January, 
p.23. 

Maddala, G. (1983). Limited-Dependent and Qualitative 
Variables in Econometrics. New York, NY: Cambridge 
University Press. 

Malkiel, B. (2002). “Watchdogs and lapdogs'. Wall Street 
Journal, January, p.16. 

Mercer, D. (1992). Marketing. 1st ed. Blackwell, p.106. 

Minyard, D. and Tabor, R. (1991). “The effect of big eight 
mergers on auditor concentration’. Accounting Horizons, 
(December): 79—90. 

Moizer, P. (1997). ‘Auditor reputation: the international 
empirical evidence'. International Journal of Auditing, 
1(1): 61-74. 

Nelson, P. (1970). ‘Information and consumer behaviour’. 
Journal of Political Economy, 78(2): 311—329. 

O’Keefe, T., Siminic, D. and Stein, M. (1994). "The pro- 
duction of audit services: evidence form a major public 
accounting firm'. Journal of Accounting Research, 32: 
241—261. 

O'Sullivan, N. (1998). 'Board characteristics and audit 
pricing in large UK companies’. Working paper, ppl-24, 
Loughborough University. 

Office of Fair Trading (2001). 'Competition in profes- 
sions'. À report by the Director General of Fair Trading, 
OFT328, March. 

Palmrose, Z. (1984). 'The demand for differentiated audit 
services in an agency-cost setting: an empirical examina- 
tion'. Fifth auditing research symposium. Working paper, 
University of Illinois. 

Palmrose, Z. (1986a). “Audit fees and auditor size: further 
evidence'. Journal of Accounting Research, (Spring): 
97-110. 

Palmrose, Z. (1986b). ‘The effect of non-audit services on 
the pricing of audit services: further evidence’. Journal of 
Accounting Research, 24: 405-411. 


Vol. 36 No. 3. 2006 


Pearson, T. and Trompeter, G. (1994). ‘Competition in the 
market for audit services: the effect of supplier concentra- 
tion on audit fees’. Contemporary Accounting Research, 
11: 115-135, 

Pong, C. and G. Whittington, G. (1994). "The determinants 
of audit fees: some empirical models'. Journal of 
Business, Finance and Accounting, 21(8): 1,071—1,095. 

Rhode, J., Whitsell, G. and Kelsey, R. (1974). ‘An analysis 
of client-industry concentrations for public accounting 
firms'. Accounting Review, (October): 772—787. 

Ritson, B., Jubb, C. and Houghton, K. (1997). 
"Specialization in the market for audit services: its role in 
explaining auditor/client realignment’. Working paper, 
91-01:1-40, University of Melbourne. 

Roberts, R., Glezen, G. and Jones, T. (1990). 
‘Determinants of auditor change in the public sector’. 
Journal of Accounting Research, 28(1): 220— 228. 

Rogerson, W. (1983). ‘Reputation and product quality’. 
Beli Journal of Economics, (Autumn): 508-516. 

Romeo, J. (1999). “Looking at mergers the way federal reg- 
ulators do’. Journal of Accountancy, (December): 59-64. 

Shapiro, C. (1983). ‘Premiums for high quality products as 
returns to reputations’. Quarterly Journal of Economics, 
98: 659-679. 

Shockley, R. and Holt, R. (1983). ‘A behavioural investi- 
gation of supplier differentiation in the market for audit 
services’. Journal of Accounting Research, 21: 545—564. 

Simnett, R. and Wright, A. (2005). "The portfolio of knowl- 
edge required by industry specialist auditors’. Accounting 
and Business Research, 35: 87-101. 

Simon, D. (1985). ‘The audit services market: additional 
empirical evidence”. Auditing: A Journal of Practice and 
Theory, 5(1): 71-78. 

Simon, D. and Francis, J. (1988). ‘The effects of auditor 
change on audit fees: tests of price cutting and price re- 
covery’. Accounting Review, 63: 255—269. 

Simon, D., S. Teo, and G. Trompeter, (1992). ‘A compara- 
tive study of the market for audit services in Hong Kong, 
Malaysia and Singapore’. International Journal of 
Accounting, 27: 234—240. 

Simunic, D. (1980). "The pricing of audit services: theory 
and evidence'. Journal of Accounting Research, 18: 
161-190. 

Simunic, D. (1984). ‘Auditing, consulting, and auditor in- 
dependence’. Journal of Accounting Research, 22: 
679—702. 


231 


Simunic, D. and Stein, M. (1987). Product Differentiation 
in Auditing: Auditor Choice in the Market for Unseasoned 
New Issues. Vancouver, Canada: Canadian Certified 
General Accountants’ Research Foundation 

Solomon, I. (1989). “Discussion of ‘The jointness of audit 
fees and demand for MAS: a self-selection analysis’. 
Contemporary Accounting Research, 6,(2): 323-328. 

Stigler, G. (1968). The Organization of Industry. 
Homewood, Il: Richard D. Irwin. 

Sullivan, M. (2002). ‘The effect of the Big Eight account- 
ing firm mergers on the market for audit services'. 
Journal of Law and Economics, 45: 375—399, 

Taffler, R. and Ramalinggam, K. (1982). "The determinants 
of the audit fee in the UK: an exploratory study'. Working 
paper no. 37 (1—23), City University Business School, 
London. 

Tonge, S. and Wootton, C.(1991). “Auditor concentration 
and competition among the large public accounting firms: 
post-merger status and future implications’. Journal of 
Accounting and Public Policy, Summer): 157-172. 

Turpen, R. (1990). ‘Differential pricing on auditors’ initial 
engagements: further evidence’. Auditing: A Journal of 
Practice and Theory, 9(2): 60—76. 

Ward, D., R. Elder, R. and Kattelus, $.(1994). “Further ev- 
idence on the determinants of municipal audit fees’. 
Accounting Review, 69(2): 399-411. 

Watts, R. and Zimmerman, J. (1983). ‘Agency problems, 
auditing and the theory of the firm: some evidence’. 
Journal of Law and Economics, 26, (October): 613-633. 

Watts, R. and Zimmerman, J. (1986). Positive Accounting 
Theory. Englewood Cliffs: Prentice Hall. 

Whisenant, J., Sankaraguruswamy, S. and Raghunandan, 
K. (2003). 'Evidence on the joint determination of audit 
and non-audit services’. Journal of Accounting Research, 
41(4): 

White, H. (1980). *A heteroskedasticity-consistent covari- 
ance matrix estimator and a direct test for heteroskedas- 
ticity”. Econometrica, 48: 817-838. 

Wolk, C., Michaelson S. and Wootton, C. (2001). ‘Auditor 
concentration and market shares in the US 1988-1999: a 
descriptive note'. British Accounting Review, 33: 
157-174. 

Zeff, S. (1998). ‘Whither the independent audit’. Chartered 
Accountants Journal of New Zealand, (February): 41. 

Zeff, S. and Fossum, R. (1967). ‘An analysis of large audit 
clients’. Accounting Review, (April): 298-320, 


Accounting and Business Research, Vol. 36. No. 3. pp. 233-245. 2006 


233 


The survival of international differences 
under IFRS: towards a research agenda 


Christopher Nobes* 


Abstract—The compulsory use of IFRS for the consolidated statements of listed companies in the EU and else- 
where, and the convergence of IFRS with US GAAP, might imply the end of 'international accounting' as an im- 
portant field of study. However, there are motives and opportunities for international differences of practice to exist 
within IFRS usage. Some of the original motives for international accounting differences may still be effective in 
an IFRS context, though in different ways. The opportunities for different IFRS practices are divided into eight 
types. Hypotheses relating to each of these are proposed, and some ways of testing them are suggested. Some im- 
plications of the existence of different national versions of IFRS are noted. 


1. The end of the field of ‘international 


accounting’? 

The fall of the Berlin Wall led some commentators 
to ask whether history had ended (e.g. Fukuyama, 
1989). The subsequent re-unification of Germany 
affected accounting, as now explained. Economic 
difficulties hit the German economy! in the early 
1990s and the cost of re-unification caused tax 
rates to rise. These developments restricted funds 
for investment at exactly the time that opportuni- 
ties had opened up for expansion by German com- 
panies into East Germany and other parts of 
Eastern Europe. Large German companies needed 
to access foreign capital for the first time. Partly? 
for this reason, they succumbed to the commercial 
imperative of publishing financial statements 
using “Internationally accepted accounting princi- 
ples’? starting with Daimler-Benz in 1993. 

The inconvenience of preparing two sets of con- 
solidated financial statements led, in 1998, to per- 
mission to use the internationally accepted 
principles instead of the conventional rules of the 
Handelsgesetzbuch (HGB). This was one of the 
precursors to the EU's requirement to use 
International Financial Reporting Standards 
(IFRS) for the consolidated statements of listed 
companies that was announced in 2000 and came 
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into effect in 2005 for most EU listed companies. 

This compulsory use of IFRS in the EU (and be- 
yond, e.g. Australia) has major implications for ac- 
counting research. For example, empirical 
research on ‘German accounting’ can no longer be 
done using current accounting data from listed 
German groups. Similarly, there is limited interest 
from academics or students in the causes and na- 
ture of differences between German and UK (or 
even German and IFRS) accounting rules. This 
gradual disappearance of traditional 'international 
accounting’ will continue as IFRS and US rules 
converge. 

Although the fall of the Wall did not? signify the 
end of history, did it signify the end of the aca- 
demic field of ‘international accounting’? That is, 
have differences between jurisdictions disap- 
peared for listed companies under IFRS? This 
paper suggests ways in which international differ- 
ences have survived and can be the objects of re- 
search. The focus is mostly the consolidated 
statements of EU listed companies from 2005. 

This paper aims to identify both the motive and 
the opportunity for international differences to 
continue. The motive is investigated in Section 2 
by examining the reasons why international differ- 


! For example, Germany's largest industrial company, 
Daimler-Benz, declared losses under US GAAP of 
DM1,839m in 1993 and DM5,729m in 1995. 

? Another reason was to increase the familiarity of German 
companies for customers or group employees. 

3 The phrase used in the 1998 Kapitalaufnahmeerleichte- 
rungsgesetz (KapAEG). 

* As agreed by the FASB and the IASB in the Norwalk 
Agreement of 2002, and as confirmed and made more detailed 
in a Memorandum of Understanding of February 2006. This 
has led, for example, to IFRS 5 which converges to US GAAP 
on the subject of held-for-sale assets and discontinued opera- 
tions, and to SFAS 154 which converges to IFRS on the sub- 
ject of accounting policy changes. 

? As, for example, the events of 11 September 2001 showed. 
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ences existed in the past, and asking whether any 
of these reasons survive the arrival of IFRS. The 
opportunity for international differences in IFRS 
practice to exist is split in Section 3 into eight 
sources: different versions of IFRS; different 
translations of IFRS; gaps in IFRS; overt options 
in IFRS; covert options, vague criteria and inter- 
pretations in IFRS; measurement estimations in 
IFRS; transitional or first-time issues in IFRS; and 
imperfect enforcement of IFRS. Section 4 sum- 
marises the resulting research agenda and notes 
some policy implications relating to the continua- 
tion of national differences within IFRS. A rele- 
vant piece of context here is that the Securities and 
Exchange Commission (SEC) is monitoring® 
whether to accept IFRS from EU companies with- 
out the need for reconciliation to US GAAP. 


2. Motives for the survival of international 


differences 

As noted above, Section 3 will examine whether 
there is opportunity within IFRS for international 
differences in practice to survive. A prior question 
is whether there 1s motivation. That is, are corpo- 
rate managers of listed groups driven by different 
Objectives in different countries when preparing 
consolidated financial statements under IFRS? 
This question is investigated in this section. 

As already suggested, this paper will focus on 
the EU. For some illustrations, it will be useful to 
narrow down further to the EU's two largest 
economies and capital markets: Germany and the 
UK. In this context, by “international differences’, 
I mean systematic differences in the IFRS prac- 
tices of German groups compared to those of UK 
groups. A starting point is to examine the literature 
on German/UK differences to see whether the sug- 
gested drivers of difference could survive into an 
IFRS context. 

From the earliest classifications (Hatfield, 1911; 
Mueller, 1967; Seidler, 1967; AAA, 1977; Nair 
and Frank, 1980), Germany and the UK are put 
into different groups, even in classifications with 
only three or four groups. Nobes (1983) goes fur- 
ther and puts them on opposite sides of a two- 
group classification. This has some later 
theoretical and empirical support (e.g. Perera, 
1989; Doupnik and Salter, 1993). However, it has 
also created controversy, especially when the US 
has been put with the UK (e.g. Cairns, 1997; 
Nobes, 1998a; Feige, 1997; Nobes and Mueller, 
1997; Alexander and Archer, 2000; Nobes, 2003; 
d’Arcy, 2001; Nobes, 2004). 

The suggested reasons for the differences be- 
tween the German and UK national ‘accounting 
systems’ include differences in financing systems, 
legal systems and tax systems. Zysman (1983) 
proposes three types of financing system: capital 
market (e.g. UK, US), credit-based governmental 
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(e.g. France and Japan), and credit-based financial 
institutional (e.g. Germany). Nobes (1988) propos- 
es two types: shareholder ‘outsiders’ (e.g. UK, US) 
and bank/state/family ‘insiders’ (e.g. Germany, 
France). More recent research (e.g. Franks and 
Meyer, 2001) is consistent with a continued but 
less pronounced dichotomy. Nobes (1998b) sug- 
gests that, unless a country is culturally dominated 
by another, its financing system is the main driver 
of its financial reporting system. Some evidence 
now supports this (Xiao et al., 2004; Tarca et al., 
2005; Sellhorn and Gornik-Tomaszewski, 2005). 

The largest of German listed companies were al- 
ready adapting to a shareholder/outsider financial 
culture by voluntarily using IFRS or US GAAP 
from the middle 1990s (Weissenberger et al., 2004). 
However, many German listed companies waited to 
use IFRS until driven by compulsion from the 
Deutsche Bórse and then the EU Regulation. Such 
German companies might still be dominated by 'in- 
sider' finance and might still feel no commercial 
need for the creative accounting and extensive dis- 
closures seen in UK or US markets. They might 
therefore have motivations towards a particular 
style of IFRS reporting, assuming that opportunities 
for different styles exist (see Section 3). 

The literature also divides the legal systems of 
the developed world into two main types: Roman 
(code) law and common law (e.g. David and 
Brierley, 1985). This affects the regulation of fi- 
nancial reporting. For example, the preparation of 
financial] statements under German national rules 
is largely specified by the HGB and tax law, 
whereas the detail in UK national rules is found in 
accounting standards written in the private sector. 

La Porta et al. (1997 and 1998) find a statistical 
connection between strong equity markets and 
common law countries, noting a tendency for 
stronger legal protection of investors in such coun- 
tries. Empirical research also suggests a relation- 
ship between legal systems and financial reporting 
practice. Jaggi and Low (2000) find that compa- 
nies in code law countries make fewer disclosures. 
Ball et al. (2000) find that accounting income in 
code law countries is less timely, particularly in in- 
corporating economic losses. Bushman and 
Piotroski (2006) also show that bad news is re- 
ported faster in countries with higher quality legal 
systems (which they connect, in this context, to 
common law). For each of these last three papers, 
a relationship is suggested between better financial 
reporting and common law countries. However, a 
relationship between stronger equity markets and 
better reporting would presumably also have been 
found, which would have been a more parsimo- 
nious hypothesis. 


$ For example, see Nicolaisen article at www.sec.gov/news/ 
speech/spch040605dtn.htm. 
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For IFRS reporting in Germany and the UK, the 
content of the standards is now the same. 
However, monitoring and enforcement remain na- 
tional. This includes the nature and regulation of 
audit, the stock exchange rules, the activities of the 
stock exchange regulator and of any other moni- 
toring or review bodies. International differences 
in these areas continue. So, the Roman/common 
dichotomy could still affect financial reporting 
practice. Section 3 suggests examples. 

Turning now to the third issue, the dominance of 
tax over German financial reporting has been well 
documented (e.g. Haller, 1992). Lamb et al. (1998) 
compare Germany and the UK in some detail and 
suggest that the operational linkage between tax 
and financial reporting is much stronger in 
Germany. Nobes (1998b) suggests a connection 
with financing systems. That is, unless there is a 
strong competing purpose for accounting, taxation 
will dominate it. The existence of an ‘outsider’ fi- 
nancing system creates the strong competing pur- 
pose for accounting of giving useful information to 
investors. Consequently, under UK national re- 
quirements but not German, two sets of rules are 
needed on several accounting issues: one for taxa- 
tion and one for financial reporting. 

However, does this difference remain relevant in 
the context of the use of IFRS for consolidated 
statements? At first sight, it does not, because IFRS 
consolidated accounting is, even in Germany, sep- 
arated from tax calculations which begin with the 
pre-tax accounting profit of unconsolidated indi- 
vidual entities. However, as explained below, there 
are two reasons why tax practice may influence 
IFRS consolidated statements: convenience (in 
Germany) and tax conformity (in the UK). 

In Germany, companies are required to continue 
to prepare unconsolidated financial statements 
under the conventional rules of the HGB for cal- 
culations of taxable income and distributable in- 
come. This is irrespective of any use of IFRS for 
consolidated or unconsolidated statements (Haller 
and Eierle, 2004). In some areas, the tax-driven ac- 
counting choices of the unconsolidated statements 
might flow through to consolidated IFRS state- 
ments. For example, asset impairments are tax de- 
ductible in Germany (but not in the UK), so there 
is a bias in favour of them. They might survive into 
IFRS consolidations in Germany, given the room 
for judgment in IFRS impairment procedures (see 
Section 3). 

In the UK, IFRS is allowed for individual com- 
pany financial statements and therefore as a start- 
ing point for calculations of taxable income. The 
tax authorities generally expect the statements of a 
parent and other UK group members to use the 
same accounting policies as group statements.’ To 
take an example, the recognition and measurement 
of intangible assets has tax implications. 
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Consequently, given that IFRS requires consider- 
able judgment in this area, individual companies 
using IFRS will have an incentive to make inter- 
pretations of IAS 38 (Intangible Assets) in order to 
minimise capitalisation and therefore tax, and then 
these will flow through to consolidated statements. 

A way of summarising this section is to say that 
national accounting traditions are likely to contin- 
ue into consolidated reporting where scope for this 
exists within IFRS rules. This is not to suggest that 
this continuation of practices results merely from 
inertia, but that the reasons for the different tradi- 
tions will in some cases remain relevant. However, 
inertia might be a further explanation in itself, as 
might a company's conscious desire to disrupt its 
accounting as little as possible for the better un- 
derstanding of internal and external users. 

A further aspect of this concerns not companies 
but the regulators of companies. Regulators might 
be one of the causes of the existence of national 
versions of IFRS, as explained further in Section 3. 
The mix of political pressures on regulators varies 
from country to country, caused partly by the 
above factors: financing system, legal system and 
tax system. For example, some countries bave 
well-organised lobby groups of finance directors. 
Some countries have experienced a major use of 
leasing because of particular features of their tax 
systems. A regulator in a country with an impor- 
tant leasing industry and an assertive lobby group 
might be more likely to issue a pro-industry? inter- 
pretation on lease accounting. 

Another way of approaching this is to suggest 
that culture affects accounting (e.g. Gray, 1988; 
Doupnik and Salter, 1995). This may be true, but 
Nobes (1998b) suggests that it might be better to 
see national culture as affecting or including the 
above factors (e.g. the legal system or the financ- 
ing system) that then affect accounting. Therefore, 
it might not be necessary to consider culture sepa- 
rately, especially as there are difficulties in meas- 
uring it (Gernon and Wallace, 1995; Baydoun and 
Willett, 1995). 


3. Opportunities for the survival of 


international differences 

The purpose of this paper is to identify potential 
systematic and sustained international differences 
in practice among IFRS companies. Section 1 pro- 
posed eight sources of opportunity for the survival 


7 T am grateful to Joan Brown (then of the Inland Revenue's 
Large Business Office) for this point (meeting of 23.7.2003). 
It related to parents and groups both using UK GAAP, partic- 
ularly to the FRS 18 (para. 17) requirement to use the most ap- 
propriate accounting policy. A similar conclusion might be 
arrived at under IAS 8 (para. 10). 

8 Finance Act 2002, Schedule 29. 

? That is, an interpretation that makes leases more popular 
by restricting the recognition of liabilities by lessees. 
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of international differences of practice despite the 
adoption of IFRS. These are now examined in 
turn. It is assumed in this section that some motive 
(including inertia) exists for the differences, as dis- 
cussed in Section 2. It is not intended always to 
link particular motives to particular types of prac- 
tice difference, although in some cases references 
are made to this for illustration. In many cases sev- 
eral motives may contribute. 

Following from Section 2, several of the illustra- 
tions in the section compare Germany and the UK, 
but examples are taken from elsewhere when they 
are more relevant. 


Different versions of IFRS 

Despite adoption or alleged adoption of IFRS, 
international differences in the IFRS rules in force 
at a particular date can occur. Three cases are ex- 
amined here. First, there are differences between 
IFRS and EU-endorsed IFRS. In the £irst half of 
2005, three such differences existed, two of which 
were resolved by the second half of 2005. Given 
that more such differences are likely to arise in the 
future (McCreevy, 2005), it is worth looking at 
these three as examples. 

Two of the differences of early 2005 between 
IFRS and EU-endorsed IFRS related to IAS 39. 
The IASB’s version of IAS 39 (para. 9) (that was 
permitted for 2004 and 2005 reports) allowed an 
entity to designate any financial asset or liability as 
*at fair value though profit or loss' (marked to mar- 
ket). This was regarded as unacceptable by, among 
others, the European Central Bank, and this led to 
the removal of this option from the EU-endorsed 
version (Van Hulle, 2005; Zeff, 2006). 
Consequently, a non-EU company following IFRS 
could have marked to market its held-to-maturity 
investments but an EU company following IFRS 
could not have. This particular issue was resolved 
by IASB issuing, in June 2005, an amendment? to 
IAS 39 that restricted the option, and this was en- 
dorsed by the EU.!! 

The other difference relating to IAS 39 con- 
cerned the restrictions on the permission for hedge 
accounting. This time, political pressure in the EU 
had led to more flexibility in the EU-endorsed IAS 
39 than in the IASB's version (Whittington, 2005). 
This difference remains for 2006 reports. So, for 
example a French bank that exercises the full EU- 
endorsed permission will have a less volatile prof- 
it figure than a UK bank that denies itself the fuller 
permission or than an Australian bank that must 
follow AASB 139, a standard based on the restric- 
tive non-EU version of IAS 39. 

The above has outlined two types of endorse- 
ment issue: greater non-EU options and greater EU 
options. À third type is illustrated by the problem 
with IFRIC Interpretation 3, ‘Emission Rights’ of 
2004. The EU objected to the solution required by 
IFRIC 3 and refused to endorse it. This led the 
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IASB, in June 2005, to withdraw IFRIC 3, al- 
though to confirm that IFRIC's interpretation of 
IAS 20 and IAS 38 was correct. In the brief period 
when IFRIC 3 was in force but unendorsed, an EU 
company (unlike non-EU companies) need not 
have complied with it. However, in this case, pre- 
sumably the BU company should have come to the 
same conclusion as IFRIC 3. There may be future 
cases where non-endorsement could lead to differ- 
ent accounting results. 

The next case of an area of difference within 
IFRS rules does not relate to the EU but to 
Australia. In that country, direct compliance with 
IFRS is not required but instead IFRS has been 
turned closely, but not exactly, into Australian 
standards that are then legally imposed on compa- 
nies. To take an example of the differences, IAS 31 
allows a group to choose between proportional 
consolidation and equity accounting for its holding 
in a joint venture entity. By contrast, AASB 131 
(para. 38) requires equity accounting. This is an 
Australian 'carve out', although the Australian 
standard can correctly state that compliance with it 
ensures compliance with IFRS. However, it is pos- 
sible to envisage a national standard that was ‘con- 
verged with’ IFRS but did not ensure full 
compliance. More generally, the precedent of 
carve outs will be noticed by regulators around the 
world as they respond to political pressure from 
companies, which will vary internationally (see 
Section 2). 

The last case of difference within IFRS rules 
concerns implementation dates and year ends. 
New standards generally have an in force date of 
'annual periods beginning on or after 1 January 
200X”. However, early application is usually al- 
lowed, so two quite different versions of IFRS can 
be in force at the same time. Another aspect of this 
is that the EU endorsement process can take many 
months. So, some parts of IFRS might be in force 
but not endorsed at a particular company's year 
end. An EU company would be required not to 
obey such parts of IFRS unless they were consis- 
tent with endorsed IFRS (KPMG, 2005). 

Furthermore, many companies in some countries 
(e.g. in Australia and the UK, but not in Germany) 
have accounting periods that do not begin on 1 
January. So, researchers might find that a sample 
of companies with annual reports relating to years 
ending in 2006 are subject to different versions of 
IFRS. More subtly, some companies (e.g. UK re- 
tail groups) choose to have accounting years com- 
prising exactly 52 or 53 weeks, so some have 
accounting years that begin on 28 December, 
thereby escaping a new standard. 

In conclusion, this sub-section's hypothesis is: 


10 With effect from 1 January 2006. 
ll On 15 November 2005. 
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H,: International differences in practice exist 
among IFRS companies due to differences 
in the version of IFRS being used. 


Examples of sub-hypotheses here are: 


Hy: French banks exhibit less earnings volatili- 
ty than British or Australian banks because 
of using less restrictive hedge accounting 
criteria. 


Hq): Australian groups do not use proportional 
consolidation for joint ventures whereas 


some continental European groups do. 


This latter sub-hypothesis includes the idea (of 
Section 2) that national accounting traditions are 
likely to continue under IFRS: proportional consol- 
idation was compulsory in France (Richard, 2001) 
and common elsewhere in continental Europe (e.g. 
Ordelheide, 2001:1,389). Proportional consolida- 
tion, compared to equity accounting, increases the 
group's sales, cash and other important figures. 


Different translations of IFRS 

Under the EU Regulation 1606, the various 
translations of IFRS into European languages have 
legal status in their various countries. As in any 
field, there 1s a risk that the process of translation 
will change or lose meaning from the original ver- 
sion, in this case English. Two examples are given 
here. 

Cash flow statements are required by IAS 7, rec- 
onciling to *cash and cash equivalents'. The term 
‘cash equivalents’is defined in paragraphs 6 to 9, 
including: 


An investment normally qualifies as a cash 
equivalent only when it has a short maturity of, 
say, three months ... 


This is a risible attempt to avoid writing a rule, 
as opposed to a principle. It is not clear why it was 
necessary to include ‘normally’ in a sentence that 
continues with ‘say’. The Portuguese translation!” 
of the standard omits the word 'say'. This im- 
proves the standard but does not translate it accu- 
rately. As a result, it would be more difficult in 
Portugal than in Ireland to argue successfully that 
an investment with a maturity of just over three 
months is a cash equivalent. 

As a further example, IAS 41 (para. 34) requires 
an unconditional government grant related to a bi- 


!? Discussions with José Goncalves Roberto of the Ordem 
dos Revisores Oficiais de Contas, 15.11.2002. For the 
Portuguese text, see the Annexes to Regulation 1725/2003. 

13 Norway, although not an EU country, has implemented 
the Regulation as a member of the European Economic Area. 

14 I refer to the US rather than the UK here not because the 
US Framework is necessarily closer but because fewer UK 
standards than US standards cover more ground than IFRS or 
are more detailed than IFRS. 
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ological asset to be recognised as income when the 
grant becomes ‘receivable’. The Norwegian? ver- 
sion (DnR, 2006: 543) translates this as ‘mottas’, 
which means 'received'. This is an important dif- 
ference. 

This all leads to: 


H,: For some topics, different translations of 


IFRS lead to different practices. 


Gaps in IFRS 

In a sense, there are no gaps in IFRS because 
IAS 8 (para. 10) tells an entity how to choose ac- 
counting policies when no other part of IFRS ap- 
plies. In such a case, resort is made to the general 
criteria of the IASB’s Framework, to parts of IFRS 
related to the gap, and to standards of other bodies 
that use a similar Framework (most obviously,'* 
US GAAP). This leaves entities with considerable 
room for manoeuvre, and allows the continuation 
of differences in practice. 

An example of such a gap in 2005 and 2006 is 
accounting for insurance contracts. The general 
topic is addressed by IFRS 4 but a number of areas 
are left unresolved. Furthermore, entities were 
specifically exempted (IFRS 4, para. 13) from the 
requirements of IAS 8 for some aspects of policy 
choice. A second example of a gap in 2005 was oil 
and gas exploration, because IFRS 6 did not apply 
until 2006 (and, anyway, allows many choices). 

From Section 2, the hypothesis here is that na- 
tional traditions will continue as a way of filling 
any gaps in IFRS. This will include different ways 
of interpreting the Framework as part of applying 
IAS 8. That is, 


H,: For topics on which there are no specific 
rules in IFRS, German practice is different 


from UK practice. 


A particular sub-hypothesis would currently re- 
late to accounting for insurance contracts. 


Overt options in IFRS 

In the early 1990s, there were large numbers of op- 
tions in international standards. This was caused 
partly because many standards had been written be- 
fore the Framework was published in 1989. Also, 
the IASC operated on the basis of the need for a 7596 
majority of votes of its Board members. The mem- 
bers (mainly accountancy bodies) and their repre- 
sentatives at the Board (mainly partners in large 
audit firms or employees of large companies) came 
from diverse backgrounds and were subject to polit- 
ical pressure (e.g. see Zeff, 2002). One way of pass- 
ing a standard in this context was to insert options. 

These options have been gradually removed, 
particularly in 1993 and in 2003 as a result of two 
‘improvement’ exercises. In the first of these, 
many options were highlighted by the IASC with 
the labels ‘benchmark treatment’ and ‘allowed 
alternative’. The IASB has not continued this 
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Table 1 
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Examples of overt options in IFRS* 


IAS 1 
IAS 1 
IAS 2 
IAS 2 
IAS 7 
IAS 7 
IAS 16 
IAS 19 


IAS 20 
IAS 23 
IAS 27 
IAS 28 
IAS 31 


IAS 3] 


Choice of content of statement of changes in equity (paras. 8, 96). 

No format requirements for balance sheets or income statements (paras. 76, 81). 

FIFO or weighted average for the determination of the cost of inventories (para. 25). 
Marking to market allowed for inventories of commodity broker-traders (para. 3). 

Net basis allowed for cash flow statements (para. 21). 

Choice of classification for interest and dividend flows (para. 31). 

Cost or fair value measurement basis for classes of property, plant and equipment (para. 29). 


Actuarial gains and losses can be taken (a) immediately in full to the SORIE, (b) immediately in 
full to the income statement, (c) in full to income over the remaining useful lives of employees in 
the plan, (d) in part to income over that period, (e) in full or in part to income over a shorter period 
(paras. 92 — 93A). 


Asset grants can be shown as a deduction from the asset or as deferred income (para. 24). 

Choice of capitalisation or expensing for interest costs on constructed assets (paras. 7 and 10). 

In parent statements, subsidiaries can be shown at cost or as available-for-sale investments (para. 37). 
In investor statements, associates can be shown at cost or as available-for-sale investments (para. 38). 


In group statements, a choice of proportional consolidation, or equity accounting for joint venture 
entities (para. 30). 


In venturer statements, joint ventures can be shown at cost or as available-for-sale investments (para. 46). 


IAS 38 Cost or fair value measurement for some types of intangible asset (para. 72). 
IAS 39 Choice of cost basis or marking to market for some financial assets and liabilities (para. 9). (Other 


choices are also available within para. 9.) 


IAS 40 Permission to classify a property held under an operating lease as an investment property (para. 6). 


IAS 40 Entity-wide choice of cost or fair value as measurement basis for investment property (para. 30). 


* Paragraph numbers as at 30 April 2006. 


practice for any new or revised standards, but the 
terminology still remains in some un-revised stan- 
dards (e.g. IAS 23). 

Table 1 shows examples of overt options in 
IFRS. These do not include the large number of 
options in IFRS 1 (first-time adoption), but these 
are discussed later. The issue for this paper is 
whether options are exercised systematically dif- 
ferently from one jurisdiction to another, so that 
'international accounting differences' survive. I 
suggest that this is likely to be the case, as now ex- 
plained. 

Let us again take the example of the UK and 
Germany, restricting ourselves as usual to the con- 
solidated statements of listed companies. I suggest 
that tradition will be a major influence on the 
choices. Overall, the hypothesis is: 


H, The choice of IFRS options by UK and 
German groups is different. 


In more detail, taking five examples from Table 1, 
I suggest that: 


(a) (IAS 1) UK groups will generally continue to 


15 The choice will be removed if a standard based on the 
IASB's exposure draft of March 2006 is issued. 


use the financial position format of the balance 
sheet (format 1 of Schedule 4A of the 
Companies Act 1985). For example, this is 
used in the model IFRS formats suggested by 
the UK firm of PricewaterhouseCoopers 
(2005). However, German groups will mostly 
continue to use the report format, as found in 
the HGB $266 and then adopted by German 
groups that moved to IFRS from the mid- 
1990s. 


(b) (IAS 1) UK groups will present a Statement of 
Recognised Income and Expense (SORIE) 
which is similar to the UK Statement of Total 
Recognised Gains and Losses, whereas 
German groups will present the broader 
Statement of Changes in Equity.!* 


(c) (IAS 2) UK groups will mainly continue to use 
FIFO whereas many German groups will use 
weighted average because it is common under 
HGB practice, given that FIFO is restricted by 
tax law (Kesti, 2005). LIFO is also found in 
unconsolidated statements in Germany, but not 
allowed by IAS 2. 


(d) (IAS 19) UK groups will take actuarial gains 
and losses immediately in full to the SORIE 
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Table 2 
Examples of covert options or vague criteria in IFRS 


IAS 1 


IAS 8 
IAS 11 


IAS 12 


IAS 12 


IAS 14 
IAS 17 
IAS 21 
IAS 27 
IAS 28 
IAS 31 


IAS 36 
IAS 37 
IAS 38 
IAS 38 
IAS 39 
IAS 39 
IAS 40 


IAS 41 
IFRS 3 


Determination of whether a liability is current on the basis of expected date of settlement or purpose 
of holding (para. 60). 


The determination of materiality for various purposes (para. 5). 


Use of percentage of completion method only if the outcome of a contract can be estimated reliably 
(para. 22). 


Recognition of deferred tax asset for a loss carryforward only if future taxable profit is probable (para. 
34). 


Recognition of deferred tax liability on unremitted profits from subsidiaries only if dividends are 
probable in the foreseeable future (para. 39). 


The determination of reportable segments based on a mixture of factors (para. 9). 

Lease classification based on 'substantially all the risks and rewards' with no numerical criteria (para. 8). 
Determination of functional currency based on a mixture of criteria (paras. 9—12). 

The identification of a subsidiary on the basis of ‘power to control’ (para. 4). 

The identification of an associate on the basis of 'significant influence' (para. 2). 

The identification of a joint venture on the basis of joint control of 'strategic financial and operating 
decisions' (para. 3). 

Identification of an indication of impairment based on a mixture of criteria (paras. 12-14). 
Recognition of a provision based on probability of outflow of resources (para. 14). 


Capitalisation of development costs when all of various criteria are met (para. 57). 
Amortisation of intangible assets only if useful life is assessed as finite (para. 88). 
Use of cost basis where equity instruments cannot be measured reliably (para. 46). 


Estimation of hedge effectiveness as a condition for use of hedge accounting (para. 88). 


Use of cost basis, despite entity-wide choice of fair value, for an investment property whose fair value 
cannot be measured reliably (para. 53). 


Use of cost basis for a biological asset whose fair value cannot be measured reliably (para. 30). 
Identifying the acquirer in a business combination presented as a merger of equals (para. 20). 


IFRS 5 


whereas German groups will continue to take 
them to income using the corridor (smoothing 
approach). 


(e) (LAS 40) some UK groups will continue to use 
fair value for investment properties but German 
groups will continue to use cost. 


Further predictions such as these could be made, 
and expressed as testable sub-hypotheses. 


Covert options, vague criteria and interpretations 
in IFRS 

There is further scope for internationally differ- 
ent practice because of different interpretations, 
covert options or vague criteria in IFRS. I separate 
this from different practice caused by the in- 
evitable estimations involved in operationalising 
the standards (see below). Examples of covert op- 
tions or vague criteria are shown in Table 2. As 
may be seen, some of these depend upon what is 
*probable'. Doupnik and Richter (2004) suggest 
that German accountants interpret the word 'prob- 
able' (which occurs in many places in IFRS) more 
conservatively than US accountants. I now exam- 


Treatment of assets as held-for-sale if expected to be sold within one year (para. 8). 





ine four of the items in Table 2: the definition of a 
subsidiary, identifying the functional currency, 
capitalisation of development costs, and indica- 
tions of impairment. 

Under IAS 27, a subsidiary is an entity over 
which another has 'the power to govern the finan- 
cial and operating policies' (para. 4). This power 
can exist de facto for a minority shareholder if the 
other shareholders are widely dispersed and in 
practice do not exercise their voting rights. 
However, IAS 27 does not address this exact 1ssue, 
and the IASB notes that some preparers of finan- 
cial statements have misunderstood this, perhaps 
being influenced by pre-IFRS national practices 
(IASB, 2005: 2). 

As a second example, under IAS 21, a group 
must identify the functional currencies of its sub- 
sidiaries, branches, joint ventures and associates. 
Such companies are seen as coming in two types, 
as in Table 3. 

One might expect that an entity's functional cur- 
rency would generally be that of its country of op- 
eration. If so, IAS 21 gives the same result as using 


240 


Table 3 
Two types of foreign entity 

Distant entity 
Functional currency Foreign 


Translation rates Closing/average 


(i.e. current rate method) 


Gains and losses To equity 


the current rate method. This has been virtually 
universal practice in the UK under SSAP 20 (e.g. 
ICAEW, 1992; ACCA, 1992). However, under 
IAS 21, subsidiaries are sometimes seen as on the 
right of Table 3, leading to quite different results. 
For example, the German chemical company, 
Bayer, notes in its 2005 Report (p.93) that: “Where 
the operations of a company outside the euro zone 
are integral to those of Bayer AG, the functional 
currency is the euro'. Bayer states that this is rare, 
meaning that the current rate method is generally 
used. However, a similar German company, BASF, 
states (pp.96/7) that the functional currency 
throughout Europe is the euro, and this would in- 
clude UK subsidiaries. That 1s, for them, the tem- 
poral method is used. So, if the pound falls against 
the euro, a UK's subsidiary's buildings fall in 
Bayer's consolidated balance sheet but not in 
BASF's. It seems unlikely that these differences 
reflect different economic realities. They result 
from the need to assess a company's functional 
currency based on potentially conflicting indica- 
tions from a series of criteria in IAS 21. 

The third example is the requirement to capi- 
talise certain development costs under [AS 38 
(para. 57). Under EU national requirements, capi- 
talisation is sometimes banned (e.g. the German 
HGB, 8248) and sometimes allowed but not re- 
quired (e.g. the UK's SSAP 13, para. 25). EU na- 
tional requirements do not generally! contain a 
requirement, like IAS 38's, to capitalise when cer- 
tain criteria are met. A famous example of the ef- 
fect of this is Volkswagen's voluntary transition to 
IFRS from German accounting in 2001: the in- 
crease in shareholders' equity caused by capitali- 
sation of development costs was 4196. A similar 
large effect occurred for BMW. 

It is somewhat difficult to compare these large 
German motor car companies with an equivalent 
British company. However, the point is that capi- 
talisation depends on demonstrating that all of a 
list of vague criteria are met, such as feasibility of 
completion, intention to complete, and availability 
Of adequate resources to complete. Therefore, 
there is scope for deliberate or unconscious sys- 
tematic international difference, driven by the fac- 
tors discussed in Section 2. For example, as 
explained there, it is clear that German capitalisa- 
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Highly integrated entity 


Parent's 


Historical for historical cost items 
(i.e. temporal method) 


To income 





tion for IFRS consolidation purposes has no tax 
implications. However, the position for the UK is 
different. On the other hand, capitalisation runs far 
more against the German tradition of conservatism 
than it does against the British tradition. 

A fourth example of covert options relates to im- 
pairment of assets. The issue of measurement of 
Impairments is dealt with below under 'estima- 
tions’. However, the prior issue is whether there is 
an impairment at all. This may depend upon sever- 
al factors, including the degree of prudence in the 
valuation of assets before any impairment (more 
prudence means less need for impairments) and 
how IAS 36's criteria for identifying indications of 
impairment are used. Kvaal (2005) finds that the 
occurrence of impairments of non-goodwill intan- 
gibles was associated with changes in top execu- 
tives in Germany but not in the UK, under very 
similar impairment standards and before annual 
impairment of goodwill became standard practice. 

In conclusion, a general hypothesis is as follows: 


H: Covert options in IFRS are exercised differ- 


ently by UK groups than by German 
groups. 


For many covert options of Table 2, such as the 
four examined above, there should be sufficient 
published information to test several sub-hypothe- 
ses of H;. For example: 


Asc): UK groups use the current rate method for 
foreign subsidiaries more extensively than 
German groups do. 


Another way of looking at this is that the exis- 
tence of the IASB's International Financial 
Reporting Interpretations Committee (IPRIC) and 
its predecessor!’ is evidence of the potential for 
different interpretations of standards. The IASB's 
preference for principles-based rather than rules- 
based standards (Schipper, 2003; Nobes, 2005) 
means that it tries to avoid detailed prescription. 
IFRIC publishes lists of topics that have been 
raised with it but that it has decided not to deal 


16 The author is not aware of any that do in the 25 member 
states, although plans for convergence with IFRS might lead 
to this in some cases. 

!? The Standing Interpretations Committee (SIC). 


Vol. 36 No. 3. 2006 


Table 4 
Examples of estimations in IFRS 
IAS 2 

IAS 11 
IAS 12 
IAS 16 


Costs attributable to a contract (para. 16). 
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Net realisable value of inventories (paras. 30, 31). 


Tax rate for deferred tax calculations based on the expected manner of settlement or recovery (para. 51). 
(and IASs 17, 38, 40) Depreciation (or amortisation) based on estimates of useful life, residual value, 


and pattern of consumption (paras. 50, 51 and 60). 


IAS 16 
IAS 19 
IAS 36 
IAS 37 
IAS 39 
IAS 41 
IFRS 2 


Fair values for biological assets (para. 12). 


employees (para. 11). 
IFRS 3 


with (e.g. IFRIC, 2005). At least two answers were 
thought plausible by those who raised these topics. 
À research approach would be to examine practice 
in areas considered but not acted on by IFRIC or to 
examine practice in areas where an IFRIC 
Interpretation or draft has been issued, but before 
it comes into force. A difficulty may be that the 
issue is not sufficiently major for accounting poli- 
cies to be disclosed by companies, so that data 
cannot be collected. 

Schipper (2005) warns that pressure on the 
IASB to write interpretations will increase. If the 
IASB does not respond, one source of interpreta- 
tions will be the SEC's prescriptions on the IFRS 
financial statements of the several hundred EU 
companies that are registered with it. These inter- 
pretations will only apply directly to SEC-regis- 
tered companies but may have influence more 
widely. There will also be pressure for interpreta- 
tions from individual national regulators or from 
regional bodies, such as the Committee of 
European Securities Regulators or the European 
Financial Reporting Advisory Group (e.g. see 
EFRAG, 2005). Although the regulators will at- 
tempt to co-ordinate their activities (IOSCO, 
2005), different national interpretations may arise 
formally as well as informally. 


Estimations in IFRS 

As IAS 8 (para. 23) reminds us: “The use of rea- 
sonable estimates is an essential part of the prepa- 
ration of financial statements ...'. The use of 
management judgment in estimates is seen as one 
aspect of earnings management by Healy and 
Wahlen (1999), who examine the scope for it in a 
US context. Over time, the need to use estimates to 
operationalise IFRS has increased. I distinguish 
these estimations related to measurement from es- 


(and IASs 38, 40) Fair value when selected as a measurement basis (paras. 31 — 34). 
Pension obligations based on estimates of mortality, final salary, etc. (para. 64). 
Discounted cash flows or net realisable values for impairments (para. 18, etc.) 

Best estimate of provisions based on percentage likelihoods of outflows (para. 40). 
Fair values for certain financial assets and liabilities (para. 48). 


Fair value of equity instruments (e.g. share options or shares in an unlisted company) granted to 


Allocation of cost of a business combination to assets and liabilities of acquiree based on fair values 
(para. 36). 





timations related to recognition or classification as 
in the sub-section above. Table 4 gives some ex- 
amples of measurement estimations, two of which 
are examined below. 

Depreciation (or amortisation) 1s required for as- 
sets with limited useful lives that are measured on 
a cost basis under [ASs 16 (property, plant and 
equipment), 17 (finance leases), 38 (intangibles) 
and IAS 40 (investment property). It is also re- 
quired for assets held at fair value under LASs 16 
and 38 but not, curiously, under IAS 40 (see 
Nobes, 2001). Where depreciation is required, it is 
necessary to estimate useful life and residual 
value, the latter now at current prices.!* The de- 
preciation method (e.g. straight line or reducing 
balance) is also an estimate not a policy choice, 
because it depends on how the asset wears out. 

I suggest that tradition, convenience and tax will 
play roles here. UK tradition (FEE, 1991) is that a 
convenient method is used (typically for plant: 
straight line, zero residual value and 10-year life). 
This is done in the knowledge that an entirely sep- 
arate scheme of capital allowances operates for tax 
purposes. German tradition was (Haller, 1992), 
and for unconsolidated statements remains, to ac- 
celerate expenses by using the minimum lives al- 
lowed by tax law and the reducing balance method 
(but changing to straight line near the end of an 
asset's life). 

It is clear that the tax-based useful lives and 
other estimates should be abandoned by German 
groups for IFRS purposes. For example, 
Volkswagen's transition showed an increase in 


'8 TAS 16 (para. 6) of 2003, whereas IAS 16 (para 46) of 
1993 required the continued use of the original price level. 
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shareholders’ funds of 36% as a result. Related to 
this, reducing balance has largely? been aban- 
doned for IFRS statements, partly perhaps because 
an amendment to the HGB? had already required 
the removal of tax-based policies from consolidat- 
ed statements prepared under German domestic 
rules. However, in some other EU countries, re- 
ducing balance might continue under IFRS. 
The general hypothesis is that: 


H,: Estimations under IFRS are biased differ- 
ently in German groups than in UK groups. 


Sub-hypotheses based on the contents of Table 4 
could be created. 


Transitional or first-time adoption issues 

One transitional issue has already been dealt 
with under 'different versions of IFRS': some- 
times a new standard allows a period during which 
its requirements are merely encouraged. This sub- 
section focuses on transitional issues that can lead 
to long-run effects on IFRS financial statements. 

An example concerns business combinations. 
The original version of IAS 22 (of 1983) had al- 
lowed goodwill to be written off immediately 
against reserves; formerly a common German and 
UK practice. The 1993 version of IAS 22 required 
capitalisation followed by amortisation over a life 
limited to 20 years, but it allowed companies to re- 
tain the old write-off practice with respect to old 
goodwill. Then the 1998 version of IAS 22 al- 
lowed an amortisation life in excess of 20 years 
but only with annual impairment calculations. 
IFRS 3 does not allow any of these practices but 
once more ‘grand-fathered’*! them (para. 79). 
Consequently, German IFRS statements might 
have old goodwill amounts at zero, but might not, 
depending on their previous German practice. The 
potential amounts of missing goodwill are larger 
for later dates of transition to IFRS. 

For adoption of IFRS in 2005 (the normal case 
for UK listed groups), IFRS 1 applies. Paragraph 
15 of IFRS 1 also permits previous goodwill prac- 
tice to continue for old goodwill. For a UK com- 
pany this usually means to treat pre-1998 goodwill 
at zero? and to amortise subsequent goodwill over 
20 years. The resulting incoherent goodwill figure 
from a UK balance sheet? is allowed to be brought 
into the opening IFRS balance sheet. Consequently, 
under IFRS, German and UK groups are likely to 
have smaller amounts of goodwill from otherwise 
similar French groups (which never wrote off 
goodwill against reserves). This difference will 
Jast for many years, and will also affect goodwill 
impairments. 

Another example of an IFRS 1 transition option 
concerns the measurement of land and buildings. 
Before IFRS, German groups were required to 
measure land and buildings at historical cost, de- 
preciated and impaired, perhaps excessively as 
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noted earlier. UK groups were required (by SSAP 
19, para. 11) to measure investment properties at 
current values, and allowed (by FRS 15, para. 42) 
to do this for other properties. However, FRS 15 
(which applied from 2000) allowed previous non- 
current revaluations to be retained. IFRS 1 (para. 
17) allows these old values (or current fair values) 
to be brought into the opening IFRS balance sheet 
as though they were costs. However, these values 
can be much higher than depreciated costs, partic- 
ularly than German depreciated ‘costs’. There 1s 
evidence? that these traditions will affect the start- 
ing point for IFRS. If so, the international differ- 
ence in balance sheet values, depreciation charges 
and impairment losses will last as long as the fixed 
assets are held. 

There are several further options in IFRS 1 
(para. 13) which might have systematically differ- 
ent effects in different countries. The general hy- 
pothesis is: 


H. Pre-IFRS differences between national 
practices have a significant effect on IFRS 
financial statements. 


Examples of sub-hypotheses, from above, are: 


H German and UK groups have more good- 
will written off against reserves than French 
groups do. 


Hu The ratio of IFRS book value to market 
value of land and buildings is lower for 
German groups than for UK groups. 


Imperfect enforcement of IFRS 

The last of the suggested sources of opportunity 
for international differences despite a requirement 
to use IFRS is that the degree of enforcement of 
rules (and therefore compliance with them) varies 
internationally. To illustrate this, I will retain the 
EU as a context, and particularly the contrast of 
Germany and the UK. 

As noted earlier, enforcement (including moni- 
toring) of compliance with IFRS remains a nation- 


19 A survey by the author of the 2002 IFRS statements of 28 
German listed companies (names starting with K-N) shows 
only two companies still using reducing balance, and three 
providing no information. 

20 $298, as amended in 1998. 

21 That is, allowed previous practices to be left in place for 
previous transactions. 

22 The UK standard, FRS 10, also contained grand-fathering 
clauses allowing old goodwill to remain written off as had 
been common practice under SSAP 22. 

23 For example, that of 31 December 2003, for a date of 
transition to IFRS of I January 2004 (i.e. for first IFRS state- 
ments for 2005). 

24 Values in excess of cost are not allowed under HGB rules, 
and the option to bring assets in at a fair value deemed to be 
cost did not exist when most large German companies adopt- 
ed IFRS. By contrast, some UK companies (e.g. Marks & 
Spencer) have used the option for first-time adoption. 
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Table 5 
Summary of main hypotheses 
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H,: International differences in practice exist among IFRS companies due to differences in the version of 
IFRS being used. 


H. For some topics, different translations of IFRS lead to different practices. 
: For topics on which there are no specific rules in IFRS, German practice is different from UK practice. 


: The choice of IFRS options by UK and German groups is different. 

: Covert options in IFRS are exercised differently by UK groups than by German groups. 

: Estimations under IFRS are biased differently in German groups than in UK groups. 

: Pre-IPRS differences between national practices have a significant effect on IFRS financial statements. 
: Compliance with IFRS by German groups is lower than that by UK groups. 


al matter within the EU. It has been suggested (La 
Porta et al., 1997) that enforcement of accounting 
rules is stronger in the UK than in Germany. Hope 
(2003) constructed an index of compliance and 
registered Germany substantially lower than the 
UK. Furthermore, a great deal of evidence has 
been amassed that compliance by German groups 
with international standards was lax despite an au- 
dited statement of compliance by directors (e.g. 
Street and Bryant, 2000; Street and Gray, 2001). 
By contrast, compliance with standards in the UK 
since the creation of the Financial Reporting 
Review Panel (FRRP) in 1990 is generally regard- 
ed as having been high (Brown and Tarca, 2005). 

In 2005, a body loosely based on the model of 
the FRRP was established in Germany (Brown and 
Tarca, 2005). It remains to be seen whether this 
will dramatically improve compliance with IFRS. 
Unless it does, the following hypothesis might be 
confirmed: 


H: Compliance with IFRS by German groups 


is lower than that by UK groups. 


Much of the historical evidence for this relates to 
missing disclosures in the case of German groups. 
If this continues, analysts will be less able to inter- 
pret German financial statements than UK ones. If 
German compliance improves, researchers could 
choose another EU country, and it is likely that one 
could be found where compliance remains poor. 


4. Conclusion: a research agenda and 
some policy implications 

International differences in financial reporting 
have been the subject of a large field of research 
and teaching, especially from the 1980s onwards. 
The compulsory use of IFRS for consolidated 
statements from 2005 in several major capital mar- 
kets, and the convergence of IFRS and US GAAP, 
have had a major impact on this. This paper inves- 
tigates whether international differences are likely 
to continue to exist for such consolidated state- 
ments. 





The motives for differences in national account- 
ing systems were examined in Section 2. It was 
suggested that, although some aspects of these no 
longer apply for the consolidated statements of 
listed companies, other aspects of the systems of 
financing, law and tax could still drive internation- 
al differences in practice under IFRS where scope 
for it exists. Inertia and the desire to minimise 
change for preparers and users would contribute to 
the desire to maintain pre-IFRS practices. 

The opportunity for systematic international dif- 
ferences in IFRS practice was examined in Section 
3 under eight headings. This led to eight main hy- 
potheses, with some proposals for sub-hypotheses, 
many expressed in terms of differences between 
German and UK IFRS reporting. The main hy- 
potheses are summarised in Table 5. Suggestions 
were made about how some of the hypotheses 
could be tested. The hypotheses could be re- 
phrased for other pairs of countries or more wide- 
ly. 
In addition to addressing whether international 
differences have survived, the hypotheses are im- 
portant taken together because of their implica- 
tions for the international comparability of 
financial statements, such as whether there are in- 
ternational differences in the quality of earnings. 
Some of the hypotheses are more important than 
others and some are more easily testable than oth- 
ers. However, this will depend on the countries 
chosen for investigation, so no ranking by impor- 
tance is suggested here. 

Some types of difference investigated by the hy- 
potheses may reduce over time while others con- 
tinue or increase. Those that may reduce include 
the gaps in IFRS (H,), overt options (H,) and tran- 
sitional issues (H,). Those that may increase in- 
clude special EU versions or other versions of 
IFRS (Hp. 

In conclusion, it is suggested that, like rumours 
of the death of history, those of the death of 'inter- 
national accounting' have been greatly exaggerat- 
ed. Researchers are encouraged to critique the 
hypotheses and, if they seem plausible, to test 
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them. Major changes to accounting rules and prac- 
tices, such as the arrival of IFRS, will also have 
created other new opportunities for research. 

The implications for users of IFRS financial 
statements are that international comparability 
may have increased but that large differences are 
likely to remain. For the IASB and other regula- 
tors, this paper identifies areas that might be ad- 
dressed if international differences are to be 
removed. A further policy implication relates to 
the SEC’s assessment of whether IFRS statements 
should be accepted without reconciliation to US 
GAAP. At first sight, the analysis here might pro- 
vide excuses for further delay by the SEC. 
However, some of the opportunities for interna- 
tional differences within IFRS were already appar- 
ent to the SEC (e.g. overt options) and some others 
are inherent in any set of standards (e.g. covert op- 
tions and measurement estimations). There are ar- 
guments here for assessment of IFRS practice on a 
country-by-country basis rather than EU-wide. 
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In Memoriam: Sally Aisbitt 


sally Aisbitt died at the age of 43 in August 2006. She leaves 
many of us deeply missing a friend and colleague who was 
exceptional in many ways. 

Sally’s roots were in the ‘Scandinavian’ part of England. She 
was of Yorkshire stock, studied at the University of East Anglia, 
qualified in audit firms in Stockton and Middlesbrough, and then 
taught at the University of Teesside. Fittingly, Sally studied 
Scandinavian (and French) for her first degree, and then used 
this knowledge in her specialist research area of Scandinavian 
financial reporting. 

Like several of our colleagues, Sally achieved the transition 
from a teaching post into a research-led institution via PhD 
studies; in her case with a thesis in 2000 on harmonisation in the 
Nordic region. Then began a flood of papers in refereed journals; 
the first published in 2001 in this journal. At the time of her death, 
several papers were in press, and more were nearing completion. 
Sally had not even reached her prime. 

All the while, Sally was working hard on Open University (OU) 
teaching materials, writing text-book chapters, helping to edit 
a journal (Accounting in Europe) and organising conferences. 

The present authors and others, such as her OU colleagues Peter 
Walton and Judy Day, attest to Sally's remarkable efficiency and 
organisation. She volunteered for difficult tasks, and she delivered 
a good product on time. However, there was something more 
impressive than this prodigious output of well-crafted material: 
sally was unfailingly cheerful and helpful. Actually, she was somewhat more than cheerful: she 
had a dry and alarming sense of humour that made you wonder whether this soberly-dressed 
professional lady, who was apparently hardly smiling, could possibly have just said the impish 
thing that you thought you had heard. Sally's efficiency included carrying a corkscrew in her 
handbag. Being business-like can be a facilitator of enjoyment rather than a bar to it. 

Sally was a visiting scholar at the University of Sydney for the first half of 2006. On arrival, 
she told us that she was trying hard to put up with no teaching or administration and with 
constant good weather. Sally was branching out into a study of IFRS adoption in Australia. While 
there, it gradually became clear that there was something wrong with her health. Typically, Sally 
kept working hard, and she continued sending us all cheery and efficient e-mails until a few 
weeks before the end. 

Sally also leaves behind another life: that of the vicar's wife of Attleborough in Norfolk. At her 
funeral, so many clergy, parishioners and academic colleagues arrived to celebrate her life that the 
Jarge Norman church ran out of standing room. Sally will be greatly missed by the wide range of 
those she interacted with. We will at least be able to remember her spirit and enthusiasm, as well 
as to read her papers. 
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Dividend valuation, trading and transactions 
costs: the 1997 partial abolition of dividend 


tax credit repayments 


Lynn Hodgkinson, Kevin Holland and Richard H. G. Jackson* 


Abstract— Although UK resident tax-exempt shareholders lost the right to repayment of tax credits on dividends 
paid by UK resident companies in July 1997, they could continue to receive tax credit repayments in respect of div- 
idends received from Irish resident companies until December 1998. In July 1997 the rate of tax credit on Irish com- 
panies’ dividends was 21%, and this was reduced to 11% in December 1997. We obtain insights into the incentives 
and behaviour of UK tax-exempt investors in response to these changes in the relative 'tax attractiveness' of invest- 
ments in Irish resident companies. We find that only at its highest rate, 2196, was the level of dividend tax credit 
on Irish companies' dividends sufficient to induce changes in UK tax-exempt shareholders' investment strategies; 
and that the propensity for dividend capture by tax-exempt investors is heightened when the dividend tax credit 
yield is of the order of 0.8% or more and dividend yield is of the order of 2.6% or more. 


1. Introduction 

The payment of dividends represents an important, 
predictable interaction between companies and 
shareholders. Numerous effects or 'non-effects' 
have been attributed to dividend policy. 
Modigliani and Miller (1961) demonstrate that, 
under certain market assumptions, firm value 1s in- 
dependent of dividend policy, though unanticipat- 
ed changes can impose tax and adjustment costs on 
shareholders. Conversely, in a setting charac- 
terised by information asymmetry between man- 
agers and shareholders, dividend policy can 
increase firm value by reducing agency costs 
(Rozeff, 1982) and revealing managers' inside in- 
formation to the capital markets (Ross, 1977). 
Other value relevant effects have been attributed to 


*The authors are, respectively, Professor of Accounting 
and Finance, Division of Financial Studies, Bangor 
Business School, University of Wales, Bangor 
(l.hodgkinsonG bangor.ac.uk); Sir Julian Hodge Professor 
of Accounting and Finance, School of Management 
and Business, University of Wales, Aberystwyth 
(k.holland@aber.ac.uk); and Associate Professor of 
Accounting and Finance, School of Business and Economics, 
University of Exeter (richard jackson @exeter.ac.uk). The authors 
would like to thank seminar participants at the Universities of 
Aston, Liverpool and Sydney, and conference delegates at the 
British Accounting Association Annual Conference 2003, 
Manchester and the University of Wales Accounting and 
Finance Research Colloquium 2004 for their helpful com- 
ments and suggestions; and a former international tax partner 
of a ‘Big 4’ accountancy firm for assistance in interpreting rel- 
evant legislation. The authors are also grateful for research as- 
sistance provided by Xenia Holstein. Correspondence should 
be addressed to Professor Kevin Holland, School of 
Management and Business, University of Wales, Aberystwyth, 
Ceredigion UK SY23 3DD. E-mail: k holland @aber.ac.uk 

This paper was accepted in June 2006. 


differential investor level marginal tax rates as be- 
tween dividend income and realised gains, and to 
tick size, settlement costs, uncertainty in ex-divi- 
dend prices and market microstructure. These ef- 
fects are not wholly mutually exclusive and, 
therefore, one or more of them can interfere with 
and confound attempts to examine in isolation any 
other. For example, a hypothesised tax-induced 
effect may not occur due to the existence of trans- 
actions costs. Alternatively, the culmination of a 
number of tax changes may be sufficient to out- 
weigh the transactions costs. Thus care is needed 
to avoid spurious empirical detection and over- 
statement of the value of one of the changes. 

In a market valuation context, investor level tax 
considerations are only important when they im- 
pose costs or benefits on the 'price setting' or mar- 
ginal shareholder and, therefore, influence their 
pricing decisions. This paper investigates a change 
in the dividend-related cash flows accruing to tax- 
exempt institutional investors. In the UK, institu- 
tional investors dominate the London Stock 
Exchange (LSE) in terms of the volume and value 
of shares owned and traded; and, more important- 
ly, tax-exempt institutional investors dominate in 
terms of price setting (Bell and Jenkinson, 2002). 

The UK Finance (No.2) Act 1997 abolished the 
right of UK resident tax-exempt shareholders (pre- 
dominantly UK pension funds and UK insurance 
company tax-exempt pension businesses — here- 
after referred to as ‘TEPIC investors’) to claim re- 
payment of tax credits on dividends paid by UK 
resident companies (hereafter referred to as 
‘UKCOs’) on or after 2 July 1997. Such share- 
holders could, however, under the terms of the UK 
— Republic of Ireland Double Taxation Convention 
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in operation as at July 1997, continue to obtain tax 
credit repayments on dividends received from 
companies resident in the Republic of Ireland 
(hereafter referred to as ‘ROICOs’).'# This state of 
affairs continued only until 31 December 1998, the 
double taxation convention having been revised by 
an amending protocol dated 4 November 1998. 

Observing changes in investor behaviour as be- 
tween the above periods can provide insights into 
investor incentives, expectations and attitudes con- 
cerning dividends. In order to abstract from sig- 
nalling and agency considerations we test a 
number of hypotheses concerning stock price 
changes in response to variations in the availabili- 
ty and level of dividend tax credit repayments. 
These hypotheses link the relative 'tax attractive- 
ness’ of investment in ROICOs (as compared to 
UKCOs) over the periods set out above to the ac- 
tions of TEPIC investors, and are designed to ob- 
tain insights into the incentives to and behaviours 
of such investors. In particular, we examine the 
trade-off between the availability of dividend tax 
credit repayments and transaction costs. 

The paper's main contributions can be sum- 
marised as follows: (1) the development and testing 
of tax-based hypotheses over a period containing 
several taxation changes; and (11) the development 
of a model which can explain the relationship be- 
tween dividend yield, transaction costs and the 
value of dividends to a TEPIC investor. The poten- 
tial for impact of confounding, unrelated changes 
to market and trading arrangements is mitigated in 
that the period over which the dividend taxation 
changes considered in the paper occurred is rela- 
tively short. 

Our results can be summarised as follows. 
TEPIC investors appear to be the marginal in- 
vestors in ROICOs only during the period when 
Irish dividend tax credit repayments were avail- 
able at the rate of 21% (as compared to 0%, at that 
time, for dividends from UKCOs). This is consis- 
tent with changes in the relative rates of tax credit 
repayment between UKCOs and ROICOs induc- 
ing a change in TEPIC investors’ strategies. The 
results suggest that a TEPIC dividend clientele 
formed in ROICOs when the differential between 
the tax credit available from UKCOs and ROICOs 
was at its largest. This clientele subsequently dis- 
sipated when Irish dividend tax credit repayments 
were available at the rate of only 1196 (again, as 
compared to 0% for UKCOs). These results are 
consistent with TEPIC investors' transaction costs 
being of sufficient magnitude to outweigh the now 
reduced potential tax benefits of holding shares of 
ROICOs and suggest that investors seek to max- 
imise after tax returns rather than tax benefits. We 
deduce that TEPIC investors' propensity to capture 
dividends is heightened when dividend yield is of 
the order of 2.6% or more; and when dividend tax 
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credit yield (value of dividend tax credit as a pro- 
portion of cum-dividend price) is of the order of 
0.896, which is lower than the level of transactions 
costs suggested by James (2000) and implies that, 
while dividend tax credit capture offsets transac- 
tions costs, non-tax based factors in trading deci- 
sions must pertain. Our results also suggest that 
TEPIC investors were the marginal investors in 
UKCOs prior to the abolition of tax credit repay- 
ments, which is consistent with the findings of 
Bell and Jenkinson (2002). 

The remainder of this paper proceeds as follows: 
the next section discusses the relevant legislation 
affecting tax-exempt investors and illustrates the 
impact of changes in the taxation of dividends; 
previous work examining ex-dividend day price 
changes is discussed in the third section; the fourth 
section discusses the methodology, hypotheses and 
data; the results are presented and discussed in the 
fifth section; an analysis is made of transaction 
costs in the sixth section and the final section con- 
cludes. 


2. Relevant tax legislation and tax-exempt 


investors 

During the early part of the period under review, 
the Republic of Ireland and the United Kingdom 
both operated a partial imputation system regulat- 
ing the interaction of the corporate and personal 
tax systems with respect to dividends. The key fea- 
tures of both countries’ systems were identical? A 
company paying a (net) dividend was required to 
pay advance corporation tax (ACT) to their tax au- 
thority equal to the product of the basic rate of in- 
come tax and the gross dividend, where the gross 
dividend was equal to the net dividend plus the 
ACT. Shareholders received the net dividend plus 
an imputed tax credit (‘tax credit") which together 
equalled the gross dividend. If the shareholder's 
marginal tax rate on dividend income (‘marginal 


! Similarly, under Irish domestic legislation, Irish resident 
pension funds could also obtain repayments of tax credits 
from Irish resident companies. The general repayment of div- 
idend tax credits to tax-exempt investors was abolished from 
Irish domestic legislation in April 1999, 

? Many of these companies were (and, indeed, still are) list- 
ed on the London Stock Exchange. The Irish Stock Exchange 
Ltd was established following the December 1995 demerger 
of “The International Stock Exchange of the United Kingdom 
and the Republic of Ireland Limited'. Until that point, most 
Irish companies had dual listing on the Dublin and London 
Stock Exchanges (Mulligan, 1996). In order to alleviate the 
“market presence’ concerns of some Irish companies a ‘special 
association agreement’ allowed dual listed companies the op- 
tion to maintain their dual listing status — and many of the larg- 
er Irish companies continue to hold such status (Lucey, 2001). 
Irish firms seeking an initial quotation post December 1995, 
however, had to choose between the two markets. 

5 This version of the UK imputation system was abolished 
by the Finance Act of 1999 with effect from 6 April 1999. 
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ROICOs and UKCOs: tax credit rates on dividends and availability of tax credit repayment to 


tax-exempt investors 


Panel A: Rates of tax credit on dividends 
Period 


6th April 1995 to 5th April 1996 (inclusive) 

6th April 1996 to Sth April 1997 (inclusive) 

6th April 1997 to 2nd December 1997 (inclusive) 
3rd December 1997 to 5th April 1998 (inclusive) 
6th April 1998 to 5th April 1999 (inclusive) 
After 5th April 1999 


Percentage rate of tax credit as applicable to gross dividend 


ROICOs UKCOs 


Panel B: Availability of tax credit repayment to tax-exempt investors 
UKCOs’ dividends 


Repayment available up to and including 1 July 1997; not on 


or after 2 July 1997 


ROICOSs' dividends 


Repayment available up to and including 31 December 1998; 


not on or after 1 January 1999 


rate’) was equal to the starting or basic rate of in- 
come tax, no further action was required. If the 
shareholder's marginal rate was greater than the 
basic rate, an additional payment, by the share- 
holder, was due to the tax authorities equal to the 
amount of the gross dividend multiplied by the ex- 
cess of the higher rate over the basic rate of tax. If, 
on the other hand, the shareholder's marginal rate 
was less than the basic rate of tax they could ob- 
tain a repayment equal to the amount of the gross 
dividend multiplied by the difference between 
their marginal rate and the basic rate of tax. Hence, 
a tax-exempt investor could reclaim an amount 
equivalent to the dividend tax credit in full. 

After 1 July 1997, however, the right of TEPIC 
investors to obtain a repayment of the tax credit on 
dividends received from UKCOs was abolished. 
The ability of tax-exempt investors resident in 
Ireland to obtain repayment of the tax credit on 
dividends received from ROICOs, however, con- 
tinued until the abolition of dividend tax credits in 
April 1999, Intriguingly, though, during the period 
2 July 1997 to 31 December 1998, TEPIC in- 


4 The entitlement to repayment was given by para. 2(b), 
which originally read as follows: 'A resident of a Contracting 
State who receives dividends from a company which is a res- 
ident of the other Contracting State shall, subject to the provi- 
sions of sub-paragraph (c) of this paragraph and provided he 
is the beneficial owner of the dividends, be entitled to the tax 
credit in respect thereof to which an individual resident in that 
other Contracting State would have been entitled had he re- 
ceived those dividends, and to the payrnent of any excess of 
that tax credit over his liability to tax in that other Contracting 
State.' Sub-para. (c) (referred to above) provides that the enti- 
tlement to repayment is not available where the beneficial 
owner controls 1096 or more of the voting power in the com- 
pany paying the dividend. In the amended treaty, the original 
para. 2 was deleted. 





vestors could continue to obtain repayment of the 
tax credits on dividends paid by ROICOs, under 
the terms of the UK — Republic of Ireland Double 
Taxation Convention then in operation. One objec- 
tive of taxation conventions is the avoidance of 
discrimination between taxpayers of the two con- 
tracting states. Post July 1997, Irish domestic leg- 
islation continued to allow repayment of tax 
credits on dividends from ROICOSs to tax exempt 
investors similarly resident. The convention ex- 
tended that right to TEPIC investors investing in 
those same ROICOs - thereby ensuring equal 
treatment. 

The tax credit rates applicable to dividends from 
both ROICOs and UKCOs varied over the period 
under review and are set out in Table 1. As a result 
of the changes in the rate of tax credit repayment 
in both the UK and Republic of Ireland, five dis- 
tinct country-regime periods can be identified in 
which the relative attractiveness of UKCOs' and 
ROICOs’ dividends changed: 


i) Prior to 2 July 1997 TEPIC investors in both 
UKCOs and ROICOs were able to reclaim the 
tax credit associated with those companies’ 
dividends. We designate this as period Both. 


ii) From 2 July 1997 TEPIC investors were not 
able to reclaim any tax credit in respect of div- 
idends paid by UKCOs. We designate this pe- 
riod UKO%. 


iii) From 2 July 1997 to 2 December 1997 (inclu- 
sive) TEPIC investors were entitled to the re- 
payment of tax credits at the rate of 21% on 
dividends received from ROICOs. We desig- 
nate this period Jrish21%. 


iv) From 3 December 1997 to 31 December 1998 
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(inclusive) TEPIC investors were entitled to 
the repayment of tax credits at the rate of 11% 
on dividends received from ROICOs. We des- 
ignate this period lrish11%. 


v) After 31 December 1998, TECPIC investors 
were not entitled to any repayment of dividend 
credit on dividends received from either 
ROICOs or UKCOs. We designate this period 
Irish0%. 


The availability of tax credit repayments to tax- 
exempt shareholders may generate a preference for 
dividend income over capital growth. Bond et al. 
(1995) conclude that the combination of tax incen- 
tives and pension fund influences ‘is likely to re- 
sult in significantly higher dividends payout ratios 
than would be chosen by companies in the absence 
of the tax bias.’ Indeed, one of the justifications of 
the July 1997 change in the UK was to relieve the 
pressure on companies to pay dividends in order to 
satisfy the preferences of tax-exempt shareholders: 
“The present system of tax credits encourages 
companies to pay out dividends rather than rein- 
vest their profits’ (Chancellor of the Exchequer, 
1997).° If non-tax factors led tax-exempt share- 
holders to hold low dividend yield portfolios, such 
shareholders may have attempted to increase divi- 
dend income by temporarily altering their portfo- 
lios to include higher dividend yielding shares. A 
change in portfolio to capture these tax effects 
may, however, have required investors to deviate 
from their optimal portfolio, hence, potentially in- 
creasing their exposure to risk, ceteris paribus. 
This switch may only have been temporary, but, 
since the price at which the investor could sell ex- 
dividend was uncertain, the risk involved was fur- 
ther increased.* If the investors intended fully to 
capture the tax credit they would have needed to 
hold the share for at least one month in order to 
comply with anti-avoidance legislation (as dis- 
cussed below). Trading also, as always, would 
have incurred transactions costs. Hence, rational 
investors would only trade to capture dividends if 
the expected differential taxation-based benefits 
exceed the expected additional risk and transaction 
costs involved (Naranjo et al., 2000). 

Anti-avoidance legislation exists in both the 
Republic of Ireland and the UK designed to thwart 
the tax benefit of very short-term holding of divi- 
dend paying shares or ‘bond washing’ activities.?*$ 
When a tax-exempt investor purchases a share and 
sells it within a month (both transactions being at 
‘current market price’), and during the period of 
ownership the share turns ex-dividend the tax 
credit repayment is reduced by ‘an appropriate 
amount”.” Lasfer (1995) comments that these pro- 
visions appear to be successful in preventing short- 
term dividend capture trading. An alternative 
explanation put forward by Lasfer (1995) is that 
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transactions costs are sufficiently high to deter 
such activity, and we examine this aspect in 
Section 6 of the paper. The anti-avoidance legisla- 
tion was in place in both the Republic of Ireland 
and the United Kingdom throughout the period 
under examination in this paper and, therefore, 
does not affect the relative 'tax attractiveness' of 
dividend income during the phases of the identi- 
fied natural experiment. 

There may be non-tax reasons why institutional 
investors such as pension funds seek dividends. 
Short, Zhang and Keasey (2002) observe that 're- 
gardless of the tax bias in favour of dividends, in- 
stitutions cannot simply rely on capital gains to 
fund their liabilities and, hence, require dividend 
payments.' Using a panel of UK companies drawn 
from 1988-92, they find ‘strong support’ for the 
hypothesis of a positive association between divi- 
dend payout policy and institutional ownership. 
An additional consideration is that actuarial valua- 
tions of pension fund assets generally are not 
based directly on quoted market prices; a common 
method uses projected dividend income (Wilson et 
al., 2001).!° The provisions of the Pensions Act 
1995, in empowering trustees to make investments 
without defining the term ‘investments’, creates 
uncertainty over the legality of pension funds in- 
vesting with a view to making a capital gain: a 
cautious interpretation would permit investment 


* The prominence of tax-exempt investors, and particularly 
pension funds, is evidenced by the significance of their aggre- 
gate holdings (22.1% of total UK traded equity was held by 
pension funds as at 31 December, 1997). 


6 TEPIC investors were required to claim the repayment of 
the tax credit (rather than receive the dividend gross) and, in 
the case of dividends from ROICOs, would be paid in Irish 
Punts pre-1 January 1999 and euros subsequently. Therefore, 
an additional exchange risk arises from the interval between 
receiving the dividend and the subsequent tax credit repay- 
ment. We thank a referee for pointing this out. In the absence 
of data detailing when repayment was received by TEPIC in- 
vestors, conversion to sterling is made at the rate when legal 
entitlement arises, i.e. the dividend payment date. 


7 The term ‘bond washing’ is generic to all activities that at- 
tempt to ‘wash’ an underlying security free of the related 
coupon or dividend payment. 


$ In the Republic of Ireland, the legislation is contained in 
Section 750 of the Taxes Consolidation Act 1997. The corre- 
sponding provisions in the United Kingdom are found in 
Section 733 of the Income and Corporation Taxes Act 1988. 


9 The reduction being given by: 


period from previous ex-dividend date 


max. potential to one day before date of purchase 


tax credit period from previous ex-dividend date 


to ‘current’ ex-dividend date 


10 FRSI7 Retirement Benefits, which came into effect for 
accounting periods ending after 21 June 2003, requires valua- 
tion based on quoted market values for financial reporting pur- 


poses. 
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to be made only with a view to the anticipated 
income.!! A continuing preference for dividends 
would reduce the effectiveness of the abolition of 
tax credit repayments in achieving a reduction in 
the pressure on companies to pay dividends to in- 
stitutional shareholders. Benito and Young (2003) 
conclude that there is relatively little evidence that 
the abolition of the tax credit resulted in a reduc- 
tion in dividends.!?.? 


3. Previous literature: ex-dividend price 
behaviour 

In addition to the amount of dividend, a number of 
other factors have been identified in the literature 
as potentially influencing the level of the ex-divi- 
dend day fall in share price. In a risk-neutral world 
without taxes, and abstracting from transaction 
costs, settlement costs and other market imperfec- 
tions, the drop in share price when a share turns 
ex-dividend should equal the dividend paid to 
shareholders. In other words, the ratio of the price 
drop to the dividend paid, often referred to as the 
drop off ratio (DOR), should be equal to one. 
Following the seminal work of Campbell and 
Beranek (1955), many empirical studies have ex- 
amined whether or not this hypothesis holds. Elton 
and Gruber (1970) report that the price drop is 
more often than not less than the dividend paid and 
argue that the DOR will only be equal to one if the 
effective tax rates on dividends and capital gains 
are the same. They argue that shareholders can 
choose to sell a share when it is cum-dividend and 
forego the dividend payment, generating the fol- 
lowing cash flows: 


ll Section 34 of the Pensions Act 1995 empowers trustees to 
make investments, but the Act does not define the term 'in- 
vestment'. Case law provides some clarification, although 
there is still uncertainty. In Re Wragg (1919) 2 Ch. 55 p.64, 
‘investment’ is defined narrowly as the purchase of property 
‘in order to be held for the sake of the income it will yield’ 
(presumably in contrast to trading where the motive may be to 
purchase an asset with the expectation of subsequent resale at 
a higher price). Although the courts have recognised new ap- 
proaches to investment “putting the emphasis in investment on 
the making of capital profit at the expense of investment yield’ 
(Marson v. Morton [1986] 1 WLR 1343 at page 1350), the 
‘cautious approach must be to adopt the strict interpretation 
set out in Re Wragg in the absence of a more definite defini- 
tion’ (Nabarro Nathanson, 2000). 

12 Discussions with the chief executive officer of a UK list- 
ed company confirm that, post-dividend credit abolition, insti- 
tutional investors funds still ‘state’ their dividend 
requirements. This is particularly the case in periods of falling 
stock market prices when fund investors require dividend in- 
come in the absence of significant gains. 

13 Similarly, Oswald and Young (2004) conclude that share 
buy-backs in the UK are not driven by pension funds’ tax con- 
siderations, since the abolition of tax credit repayments was 
not associated with a reduction in the level of buy-backs. 

14 Signalling effects are unlikely to be relevant here, but 
could explain price changes around dividend announcement 
days. 
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P, i= To (P, 7 P,) (1) 


where the ex-dividend date of the share is at time 
t; P, is the share price at close on the trading day 
before f; P, is the price originally paid for the share; 
and Tç is the rate of taxation on capital gains 
which the investor faces. 

Alternatively, the shareholder may choose to sell 
the share when it is ex-dividend and generate cash 
flows, under an imputation system, as follows: 

P. _1,(P,-P,)+ o 1) n) (2) 

(1 SE Tic) 

where P, is the share price on the ex-dividend day; 
D is the amount of net dividend paid, T, is the rate 
of taxation on dividend income and Tyc is the rate 
of imputation tax (equal to the basic rate of tax 
during the period analysed). Investors will be in- 
different between selling cum- or ex-dividend pro- 
vided expressions (1) and (2) are equal. Assuming 
this condition, and rearranging the resulting equa- 
tion, the DOR is given by: 


(hah). (1- 7,) 


D y (1-75 )(1~- Tre) 


and, hence, the DOR will equal one if and only if 
T,=T¢+Tyc—ToT rc. Under a classical tax system, 
such as that in the US, the DOR will equal one if 
and only if T, = T... 

Lakonsihok and Vermaelen (1983), Eades et al., 
(1984), Poterba and Summers (1984), Kaplanis 
(1986), Barclay (1987), Fedenia and Grammatikos 
(1993) and Lasfer (1995), among others, also sug- 
gest that differential taxation may explain a DOR 
of less than one. If investors' tax rates are not ho- 
mogenous, however, arbitrage may occur as in- 
vestors with relatively favourable income tax rates 
purchase shares cum-dividend from investors who 
face heavier income tax rates. If this arbitrage oc- 
curs the DOR will, in part, reflect the transaction 
costs of these short-term investors. 

Other posited explanations for DORs being dif- 
ferent from one include tick size, settlement costs, 
uncertainty in ex-dividend prices and market mi- 
crostructure effects.'* Bali and Hite (1998) argue 
that if the dividend payment is not a multiple of the 
current tick size, then the share price cannot 
change by the exact amount of the dividend and 
contend that the ex-dividend price fall will be 
rounded down to the nearest tick size, tending to 
deflate the DOR. Lasfer (1995) points out that 
prior to July 1994 the London Stock Exchange op- 
erated a fixed-settlement system under which in- 
vestors, if they purchased shares at the start of the 
settlement period, did not have to settle for two 
weeks. A large proportion of shares tended to go 
ex-dividend on the first day of the settlement peri- 
od, hence if an investor purchased a share cum- 
dividend (at the end of the previous settlement 


(3) 
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period) they would settle two weeks earlier than if 
they were to purchase the share ex-dividend. Frank 
and Jaganathan (1998) examine ex-dividend day 
pricing in Hong Kong, where neither dividends 
nor capital gains are taxed, and still find that the 
DOR ratio tends to be less than one, positing mar- 
ket microstructure as an explanation. 

Under the imputation system, tax-exempt in- 
vestors able to reclaim imputed tax credits upon 
dividends should prefer dividends to capital gains. 
Hence, we argue that if such tax-exempt investors 
are the marginal investors, and abstracting from all 
non-tax imperfections, the DOR should be greater 
than one. The expected values are as follows: 
1.250 and 1.000 in respect of UKCOs’ dividends 
when the UK rate of tax credit repayment was 20% 
and 0% respectively; and 1.299, 1.266, 1.124 and 
1.000 in respect of ROICOs” dividends when the 
rate of tax credit in Ireland was 23%, 21%, 11% 
and 0% respectively. One approach to identify- 
ing the identity of marginal investors could be to 
compare actual DORs with the related expected 
value. Because of the existence of market imper- 
fections in practice, however, expected and ob- 
served DORs are likely to differ for non-tax 
reasons. Under such circumstances, the tax status 
of the marginal investor can instead be inferred by 
changes in the observed DOR associated with 
changes in the rate of tax credit. Bell and 
Jenkinson (2002) use such an approach in examin- 
ing a sample of UK dividend events in the period 
1 January 1995 to 31 December 1999. A signifi- 
cant fall in the regression estimated DOR post the 
July 1997 tax credit abolition is consistent with the 
hypothesis that tax-exempt investors are the mar- 
ginal investors in UK stocks. Further analysis indi- 
cates that this result is related to the level of 
dividend yield. When Bell and Jenkinson (2002) 
repeat their analysis based on dividend yield quin- 
tiles, the results do not hold for the two lowest 
quintiles. They attribute this result to dividend 
clienteles and, implicitly, transaction costs. We ex- 
amine the issue of transaction costs in Section 6 of 
the paper. 


4. Methodology and data 


4.1. Price behaviour 

Our initial analysis focuses on the observed uni- 
variate DORs following the Elton and Gruber 
(1970) test statistic. Because of methodological 
problems with this statistic, however, we also fol- 


13 Calculated as 1/(1-7,.) where T,, is the rate of tax credit. 
This calculation abstracts from other factors, as discussed 
earlier, which may affect the DOR. 

16 The statistic is not normally distributed and is distorted 
by very small net dividend payments (Bell and Jenkinson, 
2002). 
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low the recent literature and adopt a regression 
based approach to hypothesis testing.!° 
In line with Elton and Gruber (1970), we com- 
pare the drop in share price on the ex-dividend day 
with the net dividend paid as follows: 
P, ài — P, 
D 


i 


(4) 


where, for company i going ex-dividend at time t, 
P,;,, and P,, are, respectively, the closing prices 
per share on the cum-dividend and ex-dividend 
days, and D,, is the net dividend paid per share. 
The recent literature focuses, instead, on the 
slope coefficient, B, in the following regression: 


P.B BD, € (5) 


where e, is a stochastic error term and other terms 
are as defined above. 

Following Frank and Jaganathan (1998), who 
argue that a significantly negative intercept is evi- 
dence of a market-microstructure effect, we allow 
for an intercept as follows: 


i 


(6) 


In order to examine whether or not the market 
value of dividends has changed over the various 
periods within our study, we adapt the Frank and 
Jaganathan model by including period slope dum- 
mies and make estimations via OLS. This estima- 
tion is performed separately for dividend events of 
ROICOs (‘the unscaled Irish model’) and those of 
UKCOs (‘the unscaled UK model’). The unscaled 
Irish model is as follows: 


PE, = a+ BD, + Brom (BOTH: D,,) 
+ Biss URISH21 > D,,) + Basen (IRISHUL: D,,) + €, 


(7) 


where BOTH is a zero-one dummy, equal to one 
when the ex-dividend day falls in the period prior 
to 2 July 1997; IRISH21 is a zero-one dummy, 
equal to one when the ex-dividend day falls in the 
period from 2 July 1997 to 2 December 1997 (in- 
clusive); and /RISH11 is a zero-one dummy, equal 
to one when the ex-dividend day falls in the 
period from 3 December 1997 to 31 December 
1998 (inclusive). The ‘base case’ of the model, is, 
therefore, for ex-dividend days falling in the 
period following 31 December 1998. 

In the UK model, there is no effect from chang- 
ing rates of Irish dividend tax credit, so the esti- 
mated model is simplified to: 


P, 47 P,,2 a BD, + Bo, (BOTH-D, Dt (8) 


where BOTH is a zero-one dummy, equal to one 
when the ex-dividend day falls prior to 2 July, 
1997. 

We also estimate scaled forms of the above mod- 
els to mitigate any heteroscedasticity concerns and 
these models, in (9) and (10) below, are termed 
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the ‘the scaled Irish model’ and ‘the scaled UK 
model’ respectively." 


(9) 
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We estimate each of these four models using 
both unadjusted and market-adjusted prices, mak- 
ing the market adjustment as follows:!9.!? 


P, =P, —P,, Bu Rms (11) 


where Rm, is the return on the market on the ex- 
dividend day, as proxied by the return on the 
Financial Times All-Share Index, and f,, is the eq- 
uity beta of company i as estimated using the mar- 
ket model and daily returns data over the period 
105 to six days prior to ex-dividend day £ Bell and 
Jenkinson use monthly returns in calculating equi- 
ty betas, in order to overcome problems with thin 
trading, whereas we choose to adopt the Scholes 
and Williams (1977) adjustment. In order to use 
monthly data to compute the equity beta it is nec- 
essary to use returns from a considerably longer pe- 
riod than is the case if daily returns are used: there 
is a greater chance that the risk characteristics of 
the company may have changed and, hence, a 
greater chance that the equity beta may be biased. 

We test five hypotheses. The first relates to 
UKCOs and replicates Bell and Jenkinson (2002) 
to provide a reference point. 


Hypothesis 1: TEPIC investors were the marginal 
investors in UKCOSs prior to the removal of the tax 
credit on dividends from such investment on the 2 
July 1997. As a result, the DOR for the period Both 
in the UK models is significantly greater than that 
for period UKO%. 


Hypothesis 2: TEPIC investors were the marginal 
investors in ROICOs prior to the removal of the 
tax credit on dividends from such investment on 
the 31 December 1998. As a result, the DOR for 
the periods Both, Irish21% and lrish1196 in the 
Irish models are significantly different from that 
for period /rish0 96. 


Hypothesis 3: TEPIC investors were the marginal 
investors in ROICOSs prior to the reduction in tax 
credit on dividends from such investment from 
21% to 11% on 3 December 1997, but not there- 
after. As a result the DOR for the periods Both and 
Irish21% in the Irish models are significantly 
greater than that for period JrishO%. 


Hypothesis 4: TEPIC investors were not normally 
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the marginal investors in ROICOs prior to 2 July 
1997, but were the marginal investors during the 
period 2 July 1997 to 31 December, 1998 in order 
to capture the preferential treatment, with respect 
to the tax credit, afforded to investment in 
ROICOs. As a result, the DOR for the periods 
Irish21% and Irish11% in the Irish models are sig- 
nificantly greater than that for period Irish0%; and 
the DOR for period Both is not significantly differ- 
ent from that for period /rish096. 


Hypothesis 5: TEPIC investors were not normally 
the marginal investors in ROICOs prior to 2 July 
1997 or after 2 December 1997, but were the mar- 
ginal investors during the period 2 July 1997 to 2 
December, 1997 in order to capture the preferen- 
tial treatment, with respect to the tax credit at 21%, 
afforded to investment in Irish resident companies. 
As a result the implied DOR for the period 
Irish21% in the Irish models is significantly 
greater than the value for the period Irish0%; and 
the DORs for the periods Both and Irish119o are 
not significantly different from that in period 
TrishO%. 


4.2, Clustering 

To control for potential effects of UKCOs shares 
going ex-dividend on the same days, that is, con- 
cern that residuals may not be independently and 
identically distributed, the UK model estimations 
were repeated using portfolios of stocks grouped 
on the basis of their ex-dividend day. The results 
do not differ substantially from those set out in the 
next section. Therefore, in the interests of econo- 
my, they are not separately reported in full.” 
Concerning dividend events of ROICOs, 167 of 
our sample of 236 events (7196) occurred on days 
absent any other sample dividend events; and only 
69 of our sample of events (29%) occurred on days 


17 We follow the Boyd and Jagannathan (1994) market 
micro structure model of ex-dividend trading, by including a 
non-zero undeflated constant in the model rather than includ- 
ing a price-deflated alpha. This is designed to avoid bias in the 
estimates of the slope coefficients (Bell and Jenkinson, 2002). 

18 We report the results based on market-adjusted prices in 
the next section. Results based on unadjusted prices are not 
qualitatively different for the Irish models. For the UK mod- 
els, slight differences in results based on unadjusted prices in 
comparison to the main reported results are disclosed by way 
of a footnote. Full results based on unadjusted prices are avail- 
able from the authors. 

19 It can be shown that the dividend yield less the deflated 
adjusted price change is equivalent to the daily abnormal re- 
turn (AR) estimated using a zero-constant market model and 
so is similar to an event study approach. We justify focusing 
on the ex-dividend day only by Menyah's (1993) work which 
shows that ‘unusual’ price activity is limited to the ex-divi- 
dend day. The use of a zero-constant market model is support- 
ed by the results of Cable and Holland (1999), who report a 
statistically insignificant market model constant term in 20 out 
of 21 cases. 

2 Full results are available from the authors. 
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Table 2 
Sample selection 
UK resident ROI resident 
companies companies 
(UKCOs) (ROICOs) 
Number of companies 811 170 
Dividend observations with ex-dividend date between 5,412 483 
1/1/96 and 31/12/99 
LESS (population reduced with steps in the following order): 
dividends from UKCOs paid gross 10 N/À 
dividends from UKCOs paid in other than £ 8 N/A 
dividend observations where the firm is ex-dividend in respect of 265 4 
more than one dividend on a single day 
dividends specified as ‘foreign income dividend’ 281 0 
dividends specified as ‘special’ 29 
dividends from investment funds and similar (e.g. investment trusts) 791 8 
dividends around whose ex-dividend dates historic prices are not 0 16 
available 
dividends from Irish-registered companies whose London prices are 0 4 
not quoted in £ 
Sub-total 4,028 448 
LESS: dividend events where there was no share price change on the 257 171 
ex-dividend day 
LESS: dividend events where the declaration and payment dates 126 41 
straddle changes in availability in dividend tax credit repayment to . 
TEPIC investors 
Number of dividend observations in sample for price behaviour 3,645 236 


on which there was one or more other sample div- 
idend event. Therefore, re-estimation of the Irish 
models to allow for clustering was not considered 
necessary. 


4.3. Data 

The analysis employs Datastream sourced data 
on the dividend events of ROICOs and UKCOs 
listed on either the Dublin or London stock ex- 
changes. Datastream list “FTAL99” (list of FTSE 
All Share Index constituents in 1999) yielded 811 
UKCOs as listed on the LSE in 1999. London list- 
ed ROICOs were identified using Datastream lists 
"'FLON' (all non-UK registered companies listed 
on the LSE) together with list 'DEADIR' (‘dead’ 
Irish companies) to yield 57 companies. Dublin 
listed ROICOs were identified using Datastream 
lists ‘EIRE’ (Company Accounts), ‘FIRL’ 
(Research Stocks) and 'DEADIR', yielding 113 
companies. 

Starting with the population of all these compa- 
nies’ dividend events during the period 1996 to 
1999 (inclusive), reductions were made for ‘unus- 


able events’ as per Table 2, to give a useable sam- 
ple of 4,028 UKCOs’ dividend events and 448 
ROICOs’ dividend events. For each of these 
events, the ex-dividend date fell during the period 
1 January 1996 to 31 December 1999, and share 
price information was available for the period 
from 105 days prior to the ex-dividend date 
through to the ex-dividend date. 

To avoid problems associated with thin trading 
of company shares, and following Bell and 
Jenkinson (2002), who point out that although no 
price change is observed if there is no trade on the 
ex-dividend day the price might change when the 
share is traded later, it is appropriate to include in 
the DOR and regression analyses only dividend 
events where the stock was traded on the ex-divi- 
dend day. Therefore, we exclude dividend events 
where there was no share price change on the ex- 
dividend day. Finally, we exclude from the sam- 
ples dividend events where the declaration and 
payment dates straddle changes in availability or 
level of dividend tax credit repayment to TEPIC 
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investors. That is, dividends declared by ROICOs 
or UKCOs before 2 July 1997 and paid on or after 
that date; dividends declared by ROICOs before 3 
December 1997 and paid after that date; and divi- 
dends declared by ROICOs before 6 April 1999 
and paid after that date. As per Table 2, this results 
in samples of 3,645 UKCO dividend events and 
236 ROICO dividend events for which basic statis- 
tics and DOR are calculated and on which regres- 
sion estimation is performed. 

Table 3 reports descriptive statistics for the sam- 
ples of dividend events of UKCOs and ROICOs, 
in each case in aggregate and by tax credit regime. 
In both samples the main feature is the high stan- 
dard deviation of the DORs relative to their mean 
values and differences between the respective 
mean and median values. Consequently, the fol- 
lowing discussion of the univariate statistics will 
employ both parametric and non-parametric analy- 
sis. For the UKCOs, the mean and median DOR 
for the period Both are significantly greater than 
those for the period UKO%. Using parametric and 
non-parametric tests the differences are significant 
at the 10% and 1% levels respectively, as shown in 
Table 4! These results are consistent with the 
availability of tax credit being valued by the mar- 
ginal investor prior to its abolition in July 1977.7 

With respect to the Irish companies, the DOR for 
the period Irish21% is the only one that is signifi- 
cantly greater than the /rishO% DOR. Using para- 
metric and non-parametric tests the differences are 
Significant at the 10% and 1% levels. This suggests 
that the Irish tax credit repayment was only valued 
by marginal investors in period /rish21%.*% 
Earlier, when the repayable tax credit was also 
available on UKCOs shares, and, subsequently, 
When the repayment was restricted to a reduced 


? These significance levels correspond to those reported by 
Bell and Jenkinson (2002), who report mean DORs of 0.841 
and 0.732 for the pre and post July 1997 periods they exam- 
ined. 

2 Consistent with this conclusion, the mean AR for period 
UKO% (0.37896) is significantly greater than the value for pe- 
riod Both (0.203%) at the 1% level based on the t-test 
(t=2.471) and Mann-Whitney test (223.680) respectively. 

23 Consistent with this conclusion, the mean AR for the pe- 
riod Irish2196 (—0.36196) is significantly less than the value 
for Irish09e (0.51296) at the 10% and 1% level based on the t- 
test (t=1.604) and Mann-Whitney test (z=2.374) respectively. 
Neither of the mean ARs for the other two periods are signifi- 
cantly different from that in period /rish0% at generally ac- 
ceptable levels of significance. 

For the sample of UK firms, kurtosis statistics of 135.230 
and 24.273 occurred in the unscaled and scaled measures of 
the dependent variable respectively. The issue was less prob- 
lematic in the Irish sample, where the corresponding figures 
were 2.573 and 5.952 respectively. 

25 The critical value is calculated as 2x /p/n, where p is the 
number of independent variables plus one, and n is the num- 
ber of observations (Belsley et al., 1980). 

26 Alternative cut-off points in the range 2—7 give similar re- 
sults. 
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rate of 11%, there is no evidence that the tax credit 
was valued by the marginal investor. Only the DOR 
in the Both period, however, is significantly small- 
er than its theoretical level, as shown in Table 4. 


5. Empirical results 

The results of the OLS estimations along with di- 
agnostic statistics are summarised in Tables 5 and 
6. Four versions of both the unscaled models 
(Table 5) and scaled models (Table 6) are reported: 
a “basic” model, a ‘transformed’ dependent vari- 
able model, an ‘influential’ model and a ‘trimmed’ 
model. 

The basic standard unscaled and scaled models 
are based on the full sample of observations and 
estimated using untransformed variables. These 
models exhibit high levels of non-normality. Such 
can be as a result of non-normality in the depend- 
ent variable (Rawlings, 1988). In our data the main 
form of departure from non-normality is kurtosis, 
specifically the residuals are leptokurtic or 
peaked.** While it can be argued that with a suffi- 
ciently large sample size this should not be a cause 
for concern, we assess the sensitivity of the report- 
ed results by employing a transformation of the de- 
pendent variable. In order to ‘broaden’ the 
distribution we employ a cube root transformation 
of the dependent variable about its mean to esti- 
mate a transformed model (Rawlings, 1988). In the 
case of the unscaled models the resulting trans- 
formed models exhibit a non-significant Jarque- 
Bera statistic for both the UKCOs and ROICOs. 
When the transformation is applied to the scaled 
models the resulting Jarque-Bera statistics, albeit 
reduced by more than 99%, remain significant. 

Although, as expected, the level of het- 
eroskedasticity 1s reduced when the scaled ap- 
proach is adopted, where Breusch-Pagan test 
statistics indicate significant departures from the 
assumption of homoskedastic variances the report- 
ed t-statistics incorporate the White (1980) adjust- 
ment. 

To assess the sensitivity of the models to the 
presence of ‘influential’ observations, a third 
model in each setting has been estimated. These 
are based on a reduced sample having excluded 
observations with a DFITS statistic in excess of 
the critical value, and are termed ‘influential’ 
(Belsley et al., 1980).? As a final assessment of 
the sensitivity of the estimations to unrepresenta- 
tive observations a fourth set of models is report- 
ed. These are termed ‘trimmed’, and exclude all 
observations when the observed DOR is in excess 
of an arbitrary absolute value of 5.76 

The following commentary will focus on the re- 
sults of the basic models, with reference to the 
transformed, influential and trimmed models only 
where the results conflict. The results of the un- 
scaled regressions are shown in Table 5 and the 
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Table 3 
Descriptive statistics 
Panel A: ROICOs 


Period All Both Irish21% Irish1196 TrishO% 


Number of dividend events 


Cum-dividend price 
Net dividend 

Adjusted price drop 
Dividend yield 

Price drop ratio (DOR) 


(Po-P Po 


Panel B: UKCOs 


Period 


Number of dividend events 


Cum-dividend price 


Net dividend 


Adjusted price drop 


Dividend yield 


Price drop ratio (DOR) 


(PP )/Po 


mean 
median 
st. dev 


mean 
median 
st. dev 


mean 


median ` 


st. dev 


mean 
median 
st. dev 
mean 
median 
st. dev 


mean 
median 
st. dev 


mean 
median 
st. dev 


mean 


: median 


st. dev 


mean 
median 
st. dev 


mean 
median 
st. dev 


mean 
median 
st. dev 
mean 

median 
st. dev 


(236) (88) 

255.2 243.8 
179.3 180.0 
191.6 1772 
3.571 3.870 
2.610 2.962 
2.899 2.729 
2.941 2.486 
2.289 2.395 
9.473 4.975 
0.014 0.015 
0.011 0.014 
0.014 0.009 
1.231 0.503 
0.925 0.918 
7.127 1.812 
0.011 0.010 
0.011 0.011 
0.029 0.020 
All Both 

(3,645) (1,265) 
420.72 399.22 
321.00 320.00 
391.35 338 41 
5.344 5.289 
3.900 3.800 
5.149 4.937 
4.273 4.929 
2.984 3.300 
14.532 13.725 
0.015 0.015 
0.013 0.013 
0.012 0.008 
0.664 0.791 

0.875 0.925 
4.819 2.390 
0.012 0.013 
0.012 0.012 
0.024 0.021 


(20) 


218.9 
160.5 
181.4 


UK0% 
(2.380) 


(65) 


249.1 
190.0 
180.1 


3.244 
2.513 
2.614 


3.738 
2.269 
13.84] 


0.012 ` 


0.009 
0.018 


2.138 
0.977 
13.086 


0.011 
0.008 
0.043 


(63) 
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Significance of difference between the drop-off ratio as between sub-period samples and in comparison 


to theoretical values 


Panel A: ROICOs 


Both with Irish0% 

Both with Irish11% 
Both with [rish21% 
Irish21% with Irish1196 
lrish2196 with IrishO% 
Irish11% with Irish096 


Both with 1.299 
Irish21% with 1.266 
Irish11% with 1.124 
Irish0% with 1.000 


Panel B: UKCOs 


Both with UKO% 


Both with 1.25 
UKO% with 1 


(1-tail) 


(1-tail) 
(1-tail) 


t-statistic 


].456* 
1.000 
—2.627*** 
0.011 
1.599* 
0.666 


4.12] *** 
1.451* 
0.625 
0.103 


Mann-Whitney U (Z) 


-0.321 
-0.657 
—2.871*** 
1.699** 
2.364*** 
-0.608 


t-statistic 
1.298* 


6.799+++ 
345]*** 


Mann-Whitney U (Z) 
—2.986*** 


+ ** *** indicate significance levels of 10%, 5% and 1% respectively. 


scaled regression results are shown in Table 6. The 
coefficients for the dummy interaction variables 
indicate the extent of the difference in value of the 
underlying variable for a particular time period 
compared to the base time periods, UKO% for the 
UK models and /rishO% for the Irish models. For 
example, the coefficient of 0.828 for B, in Table 5 
for the UK basic model is the implied DOR for pe- 
riod UKO%. The coefficient 0.3511 for the interac- 
tion variable Dn indicates that the implied DOR 
is 0.3511 higher for period Both; that is, the im- 
plied DOR for period Both is 1.1791. The signifi- 
cance levels in Tables 5 and 6 for the interaction 
variables test whether there is a significant differ- 
ence in the DOR for each period compared to that 
in the base period. The implied DORs are then pre- 
sented in Table 7 and are compared to their theo- 
retical values. The following refers to both sets of 
tables 7? 

In the UK model, DOR for the pre-2 July 1997 
period Both is significantly greater than its post 
2 July 1997 value in all settings for both the un- 
scaled and scaled models except for the trimmed 
scaled model, as shown by coefficients for f, 
which are significantly greater than zero in Tables 
5 and 6? The implied DORs range from 0.827 to 
1.179 in period Both and then fall to a range from 
0.478 to 0.903 in period UKO%. These values 
compare with a fall from 0.890 to 0.784 as report- 
ed by Bell and Jenkinson. The results support Bell 
and Jenkinson's conclusions that prior to the abo- 





lition of the repayable tax credit in July 1997 
TEPIC investors valued the UK dividend tax cred- 
it when pricing shares. This suggests that either 
they had a preference for dividends or that they 
were indifferent but were attracted by the avail- 
ability of the tax credit. This evidence leads to an 
acceptance of hypothesis 1. The intercept in the 
regression analysis is significantly negative for the 
UK scaled model but is not significantly negative 
in the unscaled model with the exception of the 
transformed model. Notwithstanding the latter, the 
former suggests there is some evidence of non-tax. 
transaction costs or frictions. 

The situation with respect to ROICOs, when as- 
sessed using the unscaled Irish models, suggests 
that the tax credit was valued only in the period 
when it was repayable at the rate of 2196 and no 
tax credit repayment was available in respect of 
UKCOs dividends. This is evidenced by signifi- 
cantly greater than zero coefficients for Bisz; in 
Table 5; and the fact that the DOR does not signif- 
icantly differ in either period Both or Irish11% 
from that when no tax credit was available. The re- 
sults are only supported in one of the scaled mod- 
els, the influential model, and then only at the 10% 


27 Implied DORs have not been computed for the ‘trans- 
formed model’ as the coefficients cannot be directly compared 
to their theoretical levels. 

28 When the dependent variable is unadjusted for market 
movements the Both coefficient in the scaled UK basic model 
is not significant at the 1096 level; see footnote 18. 
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level. 

The results in Table 7, however, show that the 
implied DORs are not significantly different from 
their theoretical values in any period except period 
Both — where the implied value is significantly less 
than the theoretical level. These results suggest 
that in the case of periods Irish21% and Irish11% 
the marginal investor valued the tax credit. The 
lack of significance in Tables 5 and 6 for period 
Irish11%, however, weakens the strength of such 
an argument. We can conclude that in period Both 
there 1s no evidence supporting the conclusion that 
the marginal investor in ROICOs was a TEPIC in- 
vestor; and that there is little evidence of such in 
period frish11%. There is evidence, however, that 
when the rate of Irish tax credit was at its maxi- 
mum, 21%, the valuation of dividends reflected 
the value of the tax credit to TEPIC investors, al- 
though this conclusion is qualified in that the ef- 
fect was only observed in the unscaled Irish 
models. This evidence leads to an acceptance of 
hypothesis 5 and by implication rejection of hy- 
potheses 2, 3 and 4. The apparent evidence of a 
valuation effect when the tax credit was 21% cou- 
pled with the absence of an effect when the tax 
credit was reduced to 11% suggests a cost-benefit 
trade off on the part of TEPIC investors. The next 
section investigates further the relationship be- 
tween the rate of tax credit and transactions costs 
as a potential inhibitor to TEPIC investors valuing 
dividend tax credits. 


6. Analysis of dividend credit yield, 
dividend yield and transactions costs 

The inference from our results that TEPIC in- 
vestors did seek to capture the dividends from 
ROICOs when the rate of Irish tax credit was 21%, 
but not when it was 11% suggests the following. 
Consider an investor investing an amount / in an 
Irish resident stock cum-dividend in order to cap- 
ture the dividend tax credit; and assume that total 
expected transactions and portfolio restructuring 
costs are viewed by the investor as a percentage, f, 
of I. Assuming investment purely in order to cap- 
ture the value of the dividend tax credit, and using 
our finding above, total transactions and portfolio 
restructuring costs to the investor will be less than 
the value of the dividend tax credit at 21%, but 
more than the value of the tax credit at 11%. More 
formally: 


za sho 2 | 
p J \p ES 


where p represents the market price per share cum- 
dividend; d is the rate of dividend per share; and 
the left-most and right-most terms of the inequali- 
ty represent the value of tax credit captured for an 
amount 7 invested cum-dividend where the divi- 


(12) 
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dend tax credit rate is, respectively, 21% and 11%. 
Expression (12) simplifies to: 


pes Te n 


79 89 


where Y represents the rate of dividend yield based 
on cum-dividend market price. 

Expression (13) may be generalised to allow for 
any percentage rate of tax credit, r, as follows, to 
give a general rule, under this analysis, for expect- 
ed value adding tax credit capture: 


r 
100—r 


(13) 


Y >f 





(14) 


We term the left hand side of this inequality ‘divi- 
dend credit yield’. One implication of this expres- 
sion is that investment activity undertaken in order 
to capture dividend tax credits be restricted to 
stocks with high dividend yield, consistent with 
the discussions and analyses of Lakonishok and 
Vermaelen (1986), Bell and Jenkinson (2002), and 
others; or with a high rate of dividend tax credit; or 
some combination of these. This, therefore, speaks 
further for the results obtained above, given, as we 
have, heterogeneity with respect to dividend yield 
in each of our sub-period samples. 

We now consider dividend events of UKCOs 
and ROICOs during period Both together with div- 
idend events of ROICOs during periods [rish21% 
and /rishi/% (that is all those events that may be 
subject to tax credit-related dividend capture). 
Dividend events where the market-adjusted DOR 
is less than 0.5 or greater than 1.5 are removed as 
outliers where non-tax credit factors are clearly at 
work 2? leaving a sample of 471 dividend events 
from UKCOs and ROICOs. For each dividend 
event in this sample, the value of the dividend tax 
credit yield, 


yet ms. 
100—r 


is calculated, where r is the rate of tax credit. This 
represents that value of the dividend tax credit as a 
proportion of the amount invested. The sample is 
then divided into two: sub-sample A, containing 
dividend events for which the credit yield is 
greater than or equal to some value, x; and sub- 
sample B containing dividend events for which the 
credit yield is less than x. This for x ranging from 
0.6% to 1.0% in increments of 0.01%. Given that 
higher DOR indicates a higher propensity to divi- 
dend capture, we consider the significance with 





22 The minimum DOR expected when abstracting from all 
factors other than dividend tax credit would be 0.75 (assuming 
the UK higher rate of personal taxation at 40%); and the max- 
imum DOR expected would be 1.299 (assuming full tax cred- 
it availability to tax exempt investors). The cut-offs used are 
slightly wider than these theoretical bounds. 
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Figure 1 
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Sample divided into two sub-samples, each dividend event being assigned to sub-sample A if Yr/(100—7) 
is greater than x, and to sub-sample B if this quantity is less than x: significance with which the hypoth- 
esis that the mean DOR for sub-sample A is greater than that for sub-sample B for various values of x 


50% 


Significance (%) 


0% 


0.006 0.0065 0.007 


which we may conclude that the mean DOR in 
sub-sample A exceeds that of sub-sample B over 
the range of x and seek the value(s) of x where a 
clear separation is apparent. Figure 1 indicates the 
level of significance with which the mean DOR for 
sub-sample A exceeds that for sub-sample B. From 
the figure it is clear that the level of significance is 
low for values of x up to and including 0.7396; 
whereas significance at 596 or less is evident for x 
between 0.74% and 0.79% (inclusive). Minimum 
significance (at the 1.6% level) is achieved when x 
is 0.77%. Therefore, we conclude that propensity 
to capture dividends is heightened when dividend 
tax credit yield is in the order of 0.8%. Per expres- 
sion (14), this must exceed the rate of overall 
transactions and portfolio adjustment costs faced 
by the investor, in order for us to maintain the as- 
sumption, made in deriving expression (14), of in- 
vestment purely in order to capture the value of the 
dividend tax credit. The 0.8% we have deduced, is, 
however, significantly lower than the upper bound 
on trading costs of 1.80% suggested by James 
(2000).* Therefore, we must conclude that, while 
capture dividend tax credit repayments offset the 
overall costs of trading by TEPIC investors, it can- 
not wholly explain their trading decisions in gen- 
eral; and non-taxation-based incentives, as set out 
in Section 2, pertain. 


0.0075 
x (4) 


0.008 0.0085 0.009 


Finally, turning to dividend yield itself, the value 
of yield grossed-up for dividend tax credit, 
100 


Y i 
100-r 





is calculated. The sample is then divided into two, 
with sub-sample A containing dividend events for 
which the grossed-up yield is greater than or equal 
to some value, x; and sub-sample B containing div- 
idend events for which the grossed-up yield is less 
than x. This for x ranging from 0.596 to 4.096 in in- 
crements of 0.1%. We again consider the signifi- 
cance with which we may conclude that the mean 
DOR in sub-sample A exceeds that of sub-sample 
B over the range of x and seek the value(s) of x 
where a clear separation is apparent. As shown in 
Figure 2 the level of significance is low for values 
of x up to and including 2.396; but significant at a 
level of 1096 or more for x greater than 2.496 (with 
exceptions when x is 3.0, 3.2 and 3.396). Minimum 
significance (at the 0.396 level) is achieved when x 
is 2.6%. Therefore, we conclude that propensity 
for dividend capture is heightened when gross div- 
idend yield is of the order of 2.6% and above. 


* Comprising: commission 0.30%; bid / offer spread 
0.75%; price impact 0.25%; and stamp duty 0.50%. 
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Figure 2 
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Sample divided into two sub-samples, each dividend event being assigned to sub-sample A if Y100/(100—) 
is greater than x, and to sub-sample B if this quantity is less than x: significance with which the hypoth- 
esis that the mean DOR for sub-sample A is greater than that for sub-sample B for various values of x 
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7. Summary and conclusions 
We examine the market valuation of dividends 
from UKCOs and ROICOs listed on the Dublin 
and London stock exchanges and the propensity of 
investors to capture those dividends, over the dis- 
tinct contiguous phases of a “natural experiment' — 
during which the availability of dividend tax cred- 
it repayment to UK pension funds and UK insur- 
ance company tax exempt pension businesses 
(TEPIC investors) was changed. Our samples are 
based on the population of all listed UKCOs' and 
ROICOs’ dividend events with an ex-dividend 
date between 1 January 1996 and 31 December 
1999, with sample reduction owing only to 
methodological necessity and data availability. 
The Irish data suggests that TEPIC investors 
were, in the main, the marginal investors in ROICOs 
around ex-dividend days where there was the enti- 
tlement to re-claim a dividend tax credit at 21% of 
gross dividend from such stocks. There is little ev- 
idence that TEPIC investors were the investors in 
ROICOs during any other period. The data in re- 
spect of UKCOs confirms the results of Bell and 
Jenkinson (2002), that the marginal investors 
were, in the main, TEPIC investors, and that the 
DOR dropped significantly following the removal 
of the tax credit upon UKCOs company dividends. 
By analysis of yield and available tax credit re- 


2.0% 


AY 


2.5% 
x (6) 


3.0% 3.5% 4.0% 


payment, we deduce that propensity to capture 
dividends by TEPIC investors is heightened when 
the dividend tax credit yield is of the order of 0.8% 
or more; and dividend yield is of the order of 2.6% 
or more. The result for dividend tax credit yield 
suggests that, while dividend tax credit capture 
does offset overall transactions and portfolio read- 
justment costs, taxation considerations do not drive 
trading decisions. We find that dividend capture is 
sometimes affected when it appears, under a pure 
transaction cost versus value of tax credit analysis, 
to be not worthwhile; and, conversely, that divi- 
dend capture is sometimes foregone when it ap- 
pears, under the same analysis, to be worthwhile. 
This is consistent with the existence of company- 
specific investment considerations, and investor- 
specific expectations as regards trading transactions 
costs and increasing risks arising as a result of 
moving from otherwise optimal portfolios. It is 
also consistent with investors maximising after 
tax return, rather than focusing on specific taxation 
effects. 
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The road to uniformity: accounting change 
in UK voluntary hospitals 


Neil Robson* 


Abstract— This paper explores the development and spread of the uniform system of accounts in United Kingdom 
voluntary hospitals in the period 1880—1920. The antecedent contextual factors are first established and include the 
growth of hospital care, changes in its nature, together with the emergence of the concepts of managerialism and 
efficiency. These factors are identified as important in stimulating the interest of external groups and institutions 
that were influential in raising the issue of accounting change. However, powerful individuals and groups within 
the voluntary hospital movement were able to control accounting reform and negate the power of external institu- 
tions, thereby successfully excluding the accounting profession from the development of uniform accounts. The 
paper further examines the subsequent spread of the uniform accounts and finds that economic power and profes- 
sional and technological forces interacted to achieve a high degree of conformity of accounting practice within vol- 
untary hospitals. This was achieved without the direct intervention of the State. Finally, the paper suggests that 
hospitals in the US followed the UK with their own uniformity drive. 


1. Introduction 

Attempts to use accounting data to compare hospi- 
tal performance have a long history in UK public 
sector hospitals. For example, departmental cost- 
ing in 1956 (Montacute, 1962), Magee and 
Osmolski's (1978) pilot study of speciality costing 
and its introduction throughout the NHS after 1984 
(Kórner, 1984), and costing for contracts intro- 
duced with the internal market in 1989 (Ellwood, 
1990). This has continued into the early years of 
the 21st century with the production of unit cost 
information based on a classification known as 
Healthcare Related Groups (Jones, 1999). This 
paper explores a much earlier, pre-nationalisation, 
attempt to develop uniform accounting data, and 
examines the emergence, and spread, of these ac- 
counts in the UK voluntary hospital sector in the 
period 1880 to 1920. 

A number of authors attribute the origin of uni- 
form accounts to Sir Henry Burdett (Abel-Smith, 
1964; Maggs, 1983, 1987; Rivett, 1986; Jones and 
Mellett, 2000). This paper suggests uniform ac- 
counts surfaced within the context of the changing 
nature, and funding, of hospital care, increasing 
professionalisation and early managerialism 
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(Sturdy and Cooter, 1998). These elements led to 
an intensive debate on the organisation and man- 
agement of voluntary hospitals, and external insti- 
tutions were able to mobilise a number of forces, 
and concepts, such as inadequate governance and 
inefficiency, and raise the possibility of political 
intervention to help generate change. Partly in re- 
sponse to this, internal groups and institutions took 
responsibility for accounting reform by introduc- 
ing Burdett’s uniform system of accounts of 1893, 
and largely succeeded in excluding external insti- 
tutions from hospital management and accounting. 
Burdett was certainly crucial in the change 
process, and in the subsequent spread of the uni- 
form system, but his role as initiator is debatable. 
The drive towards uniformity in accounts can be 
traced to 1849 in UK railway companies, with leg- 
islation eventually introduced in 1868 (Parker, 
1984). This was followed by ‘prescribed formats’ 
for life assurance (1870) and gas companies 
(1871), but attempts, at this time, to extend unifor- 
mity were unsuccessful, and opposed by legisla- 
tors (Parker, 1984). Within the voluntary hospitals 
there were a number of uniform accounting 
schemes proposed in the late 1880s and early 
1890s. The Institute of Chartered Accountants’ in 
England and Wales (ICAEW), working with the 
Charity Organisation Society (COS), proposed a 
uniform accounting format in 1890. These ac- 
counts were not adopted but were usurped, in 
1893, by Burdett's book The uniform system of 
accounts for hospitals and public institutions, 
orphanages, missionary societies, homes, co-oper- 
ations, and all classes of institutions. Often re- 
ferred to as Burdett's uniform accounts, they were 
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subsequently adopted by a majority of the (larger) 
UK voluntary hospitals. 

The main objective of this paper is to explore the 
contextual factors driving change, to track the 
process of change and the spread of uniform ac- 
counts. At each stage the role of leading opinion 
formers — individuals, groups and institutions — are 
analysed, within the context of broader social, eco- 
nomic and technological concepts and forces. Of 
particular interest is the manner in which internal 
groups, associated with the voluntary hospital 
movement, resisted external ‘interference’ from 
outside groups and institutions. These internal 
agents established uniformity of information and 
disseminated comparative hospital cost data, with 
limited intervention from the state or the account- 
ing profession. 


2. Contextual and processual change 

The approach to historical investigation adopted in 
this paper is analogous to that which accounting 
scholars label *contextual' (Hopwood, 1983, 1987; 
Napier, 1989) and more recently “processual' 
(Guthrie, 1994; Burns, 2000). Bhimani (1993) 
considers that in contextual studies, “accounting is 
a social practice subject to being influenced by a 
wide array of forces and itself effecting social 
changes of its own account' (Bhimani, 1993:3). 
There is a well-established and wide-ranging liter- 
ature of accounting change in its context (Burchell 
et al., 1985; Loft, 1986; Hopwood, 1987) and it is 
increasingly recognised that examining accounting 
change over a long timeframe, with a detailed 
analysis of the decision-making processes can pro- 
vide a fuller understanding of how accounting 
practice is devised and implemented (Hopwood, 
1983; Bhimani, 1993; Guthrie, 1994; Ryan, 1999; 
Burns, 2000; Scott et al., 2003). As Burns (2000) 
states, this focus, on context and process, has also 
been a preoccupation for researchers of strategic 
organisational change and many of their ideas can 
be applied to accounting history (Pettigrew, 1987; 
Pettigrew et al., 1992; Dawson, 2003). For exam- 
ple, Pettigrew argues that the processual approach 
examines 'the long term pattern of events by 
which strategies are conceived and their competi- 
tive purposes put into operation' (Pettigrew, 
1987:19), and that organisational change cannot be 
seen 'as discrete episodes divorced from the an- 
tecedents in the firm’ (1987:16). 

This paper adopts a processual perspective and 
uses an approach suggested by Porter in his work 
Emergence of the Past: a theory of historical ex- 
planation (1981). Porter proposes that any histori- 
cal event, in this case the introduction of uniform 
accounts, can be investigated using six elements. 
The first element is at the level of the individual. 
This, for Porter, is 'biography' and provides im- 
portant information on the role and aspirations of 
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key individuals; their views, vision and behaviour, 
as well as their relationships with other elements, 
particularly groups and institutions. Porter recog- 
nises that at this level, there is the possibility of 
‘bias’. The next two levels are groups and institu- 
tions and although it is not always obvious 
whether a group is 'large enough, permanent 
enough, structured enough or associated closely 
enough with certain physical structures or symbols 
to be called an institution' (Porter, 1981:92), both 
can be analysed by probing, and exploring, rela- 
tionships between other groups and other ele- 
ments. In his work on the creation of the Thames 
Embankment Porter suggests that an: 


'...[A]nalysis of the competing groups, the 
meanings they attributed to the Embankment 
and the process through which these meanings 
were negotiated, stabilized, and elaborated pro- 
vides a running commentary on the metamor- 
phosis of the project.' (Porter, 1998:9) 


A group can be mobilised, perhaps from existing 
groups and institutions, for a specific purpose, but 
without formalising themselves as a group. The 
next three elements can be regarded as the more 
contextual elements. The first element is labelled 
concepts and defined as 'the ideas, principles and 
doctrines that serve as foci for patterns of meaning 
that involve many other elements' (Porter, 
1981:92). For Porter these concepts often motivate 
individuals, groups and institutions to propose 
change and often become associated with, particu- 
lar groups or institutions. Porter's final two ele- 
ments are forces and universals. Forces are 
"traditionally used by historians to indicate their 
field of enquiry', with examples including 'eco- 
nomic, political, technological, religious’ (Porter, 
1981:94). The final level, universals, is the most 
abstract and Porter uses ‘enlightenment’ and 'ro- 
manticism’ as examples and suggests that they are 
often described using a single word. In relation to 
UK hospitals, 'voluntarism' could be regarded as a 
universal concept embracing the period under dis- 
cussion. 

The paper first provides an analysis of an- 
tecedent conditions, focusing on technological and 
economic forces, and the concepts of managerial- , 
ism and professionalism, which helped create new 
groups and institutions within the hospital world. 
The next section provides an analysis of how the 
‘competing groups’ are mobilised to challenge, 
and replace existing accounting systems and is fol- 
lowed by a comparison of the accounting systems 
proposed. Analysis of the role of funding institu- 
tions, professional associations and the standardis- 
ation of accounting forms in the spread of the 
uniform accounts follows. The paper concludes 
with a summary and discussion. 
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Table 1 
Number and type of beds in voluntary hospitals 


1861 


5,29] 
6,658 
238 
288 
139 
2,008 
150 


14,772 


Teaching 

General 

Infectious Diseases 
Tuberculosis 
Maternity 

Other Special 
Chronic 


Total 
Source: Pinker, 1964:61 


3. Antecedent conditions 


3.1. Growth, governance and funding 

À number of authors note that in the latter half of 
the 19th and early 20th century there was an enor- 
mous growth in the voluntary hospital movement 
and this is often illustrated by the substantial in- 
crease in bed numbers, as shown in Table 1 (Abel- 
Smith, 1964; Pinker, 1964; Cherry, 2000). 

Hospital historians identify a combination of 
factors contributing to this growth, including: im- 
provements in medical science; the creation of the 
medical profession and industrialisation (Rosen, 
1979; Granshaw, 1997), which, in turn, led to a 
shift in the type of care. The period 1880-1920 is 
often characterised as one 'transforming' the role 
of the hospital (Abel-Smith, 1964; Maggs, 1993; 
Granshaw, 1997; Porter, 1999). The social histori- 
an Porter (1999:380) argues that: 


‘Many developments — notably new surgical 
possibilities thanks to anaesthetics and Listerism 
and the humanizing role of nurses — were trans- 
forming the hospital from a charitable refuge for 
the sick poor into an all-purpose medical institu- 
tion... Teaching and research were increasingly 
based on hospital sites'. 


He quotes an American doctor, in 1930, reflect- 
ing on 50 years of medicine, to illustrate: 


“One of the very greatest changes that I have ob- 
served in the past fifty years has been in the atti- 
tude of the public towards hospitals. Dread of 
them was general and well founded before the 
days of antiseptic surgery. But with its wide- 
spread adoption, fear faded rapidly from the 
lay mind.” (Robert Morris, quoted in Porter, 
1999:380) 


Hospitals were numerous, but were not a homo- 
geneous group, varying in size, funding, age and 
medical specialty (Abel-Smith, 1964). They were 
often (Stone, 1927) divided into three types: gen- 
eral, teaching and specialist hospitals, and while, 
as independent institutions, it is difficult to gener- 
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alise on their governance, Stone (1927) identifies 
three common features: independently funded, 
senior medical staff unpaid and managed by a 
board of governors. 

Hospital funding and governance was linked 
(Mohan and Gorsky, 2001). Subscribers who paid 
an agreed annual amount became hospital gover- 
nors and were able to attend meetings and play a 
role in the management of the institution (Abel- 
Smith, 1964). The governors elected a committee 
of management (house committee), which met on 
a weekly, sometimes monthly, basis and, certainly 
by the late 19th century, they appointed a 'secre- 
tary' who was largely responsible for management 
of the hospital, although (in most cases) not di- 
rectly the medical and nursing staff (Abel-Smith, 
1964; Mohan and Gorsky, 2001). Another 'corpo- 
rate governance’ device, used by some hospitals, 
was the quarterly open court, open to all gover- 
nors, where they could ask questions and examine 
hospital minutes of meetings (BPP, House of 
Lords, Ryan 1893, para. 14401). 

In addition, many hospitals had a series of sub- 
committees; particularly common were finance 
and medical committees, which generally met 
each month (Abel-Smith, 1964). The role of the fi- 
nance committee varied, but there was some sort 
of expenditure analysis and the monitoring of in- 
come sources, which was of key concern, particu- 
larly as hospital financing became more complex 
(BPP, House of Lords, Ryan, 1893; Cherry, 1992). 
Most hospitals had significant income from long- 
term assets and therefore the investment decision 
was an important one for governors. While exact 
managerial relationships are difficult to establish 
and were likely to vary between hospitals, in gen- 
eral, doctors appeared to have control of patient 
care issues, with the hospital secretary having 
overall managerial authority, but reporting directly 
to the hospital Governors (Abel-Smith, 
1964:154—155). 

The increased size and number of hospitals 
placed added pressure on their ability to fund ac- 
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Table 2 
Source of income for hospitals — 1899 


Medical Schools 


London 
Percentages 


Annual Subscriptions 
Donations 

Boxes 

Prince of Wales Fund (King's) 
Hospital Sunday Fund 
Hospital Saturday Fund 
Contributions from Workplace 
Invested Property 

Private Nursing Institutions 0.7 
Nurses and Probationers' Fees 0.7 
Patient Payments 1.2 
Miscellaneous Receipts 0.4 
Total Ordinary Income 63.1 
Donations. for Special Purposes 7.8 
Legacies 29.1 


Total income 100 


72 
7.0 
02 
3.6 
3.6 
0.7 
0.4 
37.4 


Source: Burdett's Hospitals and Charities, 1901 


tivities, which led to new funding sources being 
sought (Burdett, 1881; Cherry, 1992, 2000; Berry, 
1997). Table 2 gives a ‘snap-shot’ of hospital fund- 
ing for 1899. The main source was income from 
investments, at close on 25% overall, but as high 
as 37% for London medical schools. Attracting 
and maintaining funds for investment was a crucial 
task and was linked to success in attracting lega- 
cies and other large one-off donations. Indeed, 
legacies and large one-off donations, accounted for 
36.2% of total income, while annual subscriptions 
and donations were surprisingly limited at 22.7% 
of total income. When taken together, the percent- 
age of total income directly donated to hospitals 
was 58.9. 

By the 1880s we see the development of anoth- 
er important source of income: hospital funding 
institutions (Cherry, 1992, 2000; Waddington, 
1995, 1996). There were three main funds, 
Sunday, Saturday and later the King’s Fund, which 
Waddington views as a ‘new departure in hospital 
funding — a form of indirect philanthropy’ 
(1996:186) as they collected money on behalf of 
hospitals and made allocations to those hospitals 
they considered worthy. In addition, workplace 
contributions, normally deductions from workers 
wages, by large local employers, also played an 
important role in hospital funding (Cherry, 2000). 
There was a significant difference between 
London and the provinces in the extent of income 
from these last four sources; almost 21% of total 
income for general hospitals in the provinces while 


Provincial 
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General Hospitals 


London Provincial Total 


70 
92 
0.5 
1.7 
24 
0.6 
0.1 
4.5 
0.5 
0.1 
11.2 
0.1 
219 
60.1 
12.0 


100 


22.8 
11.5 


13.7 
9.0 





only 4.8% for general hospitals in London (Cherry, 
2000). 


3.2. Professions, efficiency, early institutions and 
Burdett 

In addition to changes in the sources of income, 
the period after 1850, and particularly after 1880, 
saw the creation of professional organisations 
(Sturdy and Cooter, 1998), with the Medical Act, 
1858, introducing registration, and later the cre- 
ation of the General Medical Council (Gelfand, 
1993). Moves towards a more professionalised 
nursing service followed, partly stimulated by 
more complex care regimes in hospitals and this 
was illustrated by the increasing numbers em- 
ployed (Maggs, 1987). Burdett (1901) estimates 
that, at the London Hospital, between 1878 and 
1900 the number of nurses per bed had increased 
from 0.25 to 0.46. 

Sturdy and Cooter argue that ‘efficiency became 
an abiding concern within the voluntary hospitals 
from the last third of the nineteenth century’ 
(1998:424), and that this reflected wider changes 
in society, and, in particular, the development of a 
managerial culture (Searle, 1971; Miller and 
O’Leary, 1987; Perkin, 1989). Further evidence of 
this, for Sturdy and Cooter, was; ‘the greater or- 
dering and segregation of patients by new forms of 
architecture which literally restructured hospitals 
in the interests of efficient moral management’ 
(1998:424), the increasing emphasis on adminis- 
tration and the growth of funding institutions. An 
increased concern with the concept of ‘efficiency’ 
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and indeed, more broadly, ‘management’ spread to 
hospital medical staff and they note that doctors: 


*,..[B]egan to look for ways of improving the ef- 
ficiency and productivity of their practices... it 
had become common practice for senior hospital 
surgeons to marshal the junior doctors training 
under them into formal hierarchies, among 
whom they divided responsibility for different 
aspects of the clinical work. The term adopted 
for this form of organisation — ‘the firm’ — car- 
ried clear overtones of business management.’ 
(Sturdy and Cooter, 1998: 425) 


Another indicator of the development of more 
formal managerial structures was the increasing 
use and importance of the Hospital Secretary, who 
reported directly to the House Committee of 
Governors (Sturdy and Cooter, 1998). 

One of the main performance tools used to eval- 
uate hospital efficiency, in the latter decades of the 
19th century, was the use of cost-per-bed data and 
this eventually led to calls for hospitals to use sim- 
ilar or uniform methods to calculate this key indi- 
cator (BPP: House of Lords, 1893; Rivett, 1986; 
Jones and Mellett, 2000). Attempts to compare 
hospital performance has a long history (Moore, 
1999), for example, in 1857 the Statistical Society 
published a report highlighting the significant cost 
differences between, what were referred to as, ‘an- 
cient’ hospitals, like Bart's, Guy's and St Thomas’, 
compared to the ‘modern’ hospitals such as the 
Royal Free and University College (Lancet, 
1858:634; Rivett, 1986:113). In 1863 Fleetwood 
Buckle's book, Vital and Economical Statistics of 
the Hospitals, Infirmaries of England and Wales, 
provided data on 117 hospitals including percent- 
age mortality rates, average number of beds per 
medical officer, as well as the average cost-per-bed 
and cost-per-in-patient. 

In the early 1880s a key external policy institu- 
tion began to take an interest in the organisation 
and management of the voluntary hospitals: the 
National Association for the Promotion of Social 
Sciences (NAPSS) (Millman, 1974; Rivett, 1986; 
Moore, 1999). NAPSS, referred to as the Social 
Science Association (SSA), was an example of an 
early institution providing a 'focal point for those 
who sought a better way of delivering medical 
services through a well-organized hospital system’ 
(Millman, 1974:122), The SSA was ‘a potent po- 
litical force’ (Millman, 1974:123), with their influ- 
ential annual conferences helping promote public 
policy debates and its members were ‘practically 
oriented and deeply involved in carrying out the 
business of the Empire’ (Millman, 1974:123). 

In 1881, the SSA, set up a special committee to 
enquire into hospital administration and in 1883 
they organised, with Burdett, a conference for hos- 
pital managers (Rivett, 1986). Millman notes that: 
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‘Men like Henry C Burdett, Timothy Holmes 
and T Gilbart-Smith examined the organization, 
financing and delivery of hospital services. The 
result of these studies led to agitation for hospi- 
tal reform in the 1880s. The Social Science 
Association provided a focus for this agitation 
by sponsoring Britain's first Hospital 
Administration Conference.' (1974:124) 


Burdett presented a paper: The present financial 
difficulties of the Metropolitan Hospitals: their 
cause and probable results. Hospital finance and 
audit (SSA, 1883). This used data collected from 
67 hospitals to illustrate the financial problems 
faced by hospitals, outlining a number of weak- 
nesses in accounting practices including the pauci- 
ty of information and, by implication, the 
manipulation of accounts: 


'In but a few instances is a balance sheet pre- 
sented at all. Frequently all that is forthcoming is 
a statement of the receipts and payments for the 
previous 12 months, but from which statement 
are sometimes excluded the receipts from lega- 
cies, the amount of stock sold or purchased. At 
another general hospital the accounts are made 
to show an excess of income of, say, £3000, and 
this excess appears year after year. (SSA, 
1883:88) 


While this paper makes no reference to the need 
for uniform accounting, this is implied in the nar- 
rative: 


"I therefore hope, in the interests of the hospitals, 
that as one result of this Conference, we may get 
an agreement as to the best and completest sys- 
tem of keeping hospital accounts, and that the 
best and most carefully conducted charities will 
decide to adopt it.’ (SSA, 1883:90) 


From this conference the Hospital Association, 
made up of hospital secretaries, was created to 'fa- 
cilitate discussion of hospital management’ 
(Millman, 1974; Rivett, 1986:126). This new 
group was to prove an important advocate of per- 
formance measurement, efficiency and the ‘best 
practice’ agenda. Its aim was described as ' 
bringing together for conference and mutual help 
accredited representations of the voluntary hospi- 
tals both from London and the country’ (Hospital, 
1893:25). Key institutional symbols, such as a 
weekly journal and an annual conference, were 
quickly established and by 1890 the Association 
had begun to publish books and articles on 
hospital administration: Hospital extravagance 
and expenditure (Michelli, 1890); Sixteen Years 
of Hospital Sunday (Waterlow, 1890); and 
Contributions by patients in relation to the finan- 
cial condition of the London hospitals (Burdett- 
Coutts, 1890). 

Sir Henry Burdett, a key promoter of the 
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Hospital Association, was perhaps the most influ- 
ential individual in the early moves towards a 
more managerial, or formalised, organisational 
culture in hospitals, and an increasing number of 
authors identify his role in promoting hospital 
management (Millman, 1974; Rivett, 1986; 
Moore, 1999; Cook, 2001), the creation of the 
King’s Fund (Prochaska, 1992) and a pension fund 
for nurses (Maggs, 1987). Indeed as an author on 
hospital management, owner and editor of hospital 
journals and with his high level contacts in the 
philanthropic world his influence permeates much 
of the debate in this period. He began his career in 
banking, at what appears to be a fairly low level, 
and then became hospital secretary at Queen’s 
Hospital, Birmingham (Hospital, 8 May 1920). 

At 26 Burdett started medical studies but did not 
take his final examinations (Rivett, 1986); instead 
returning to hospital administration, significantly 
perhaps, in London, becoming House Governor to 
the Seaman’s Hospital, Greenwich (Prochaska, 
1992). In 1881, he became Secretary to the Share 
and Loan Department of the Stock Exchange and 
in 1882 produced Burdett's Official Intelligence, 
later to become the Stock Exchange Yearbook 
(Morgan and Thomas, 1969). How he was able to 
transfer from hospital secretary to this lucrative 
post at the stock exchange is unknown, but cer- 
tainly he appears to have had good contacts within 
the 'establishment', and these were to further aid 
his philanthropic aspirations. (Hospital, 8 May 
1920) 

He owned the Scientific Press and started the 
professional association journals, The Hospital 
and The Nursing Mirror together with the annual 
publication Burdett's Hospital and Charities 
Yearbook. Burdett used these publications to pro- 
mote his views on hospital management and, more 
importantly, to publish hospital performance data, 
in particular, promoting the rate, or cost, per occu- 
pied bed as a key measure, as “by the rate per oc- 
cupied bed one judges whether or not an institution 
is being arranged economically' (Burdett Papers, 
MS ENG d.2887:50). He also appears to have had 
a close relationship with the Prince of Wales 
(Prochaska, 1992) and this, together with his City 
contacts, was a critical factor in the creation of the 
King's Fund. Indeed, Prochaska claims that 
‘Burdett and the Prince wielded unrivalled power 
in the hospital world” (1992:18). 


4. Groups and institutional conflict 

The previous section identified changes in the na- 
ture of hospital care and funding, concerns about 
efficiency and a more managerial focus within 
hospitals as providing the context for accounting 
reform. In addition, early groups and a key indi- 
vidual, Burdett, were identified as promoting hos- 
pital reform. While the process of change is 
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continuous this section concentrates on the activi- 
ties of specific competing groups and institutions, 
beginning with the entry of two external institu- 
tions, the Charity Organisation Society (COS) and 
the Institute of Chartered Accountants in England 
and Wales ICAEW). The ensuing debate, on ac- 
counting reform is complex, with ‘rival’ groups 
and institutions using a variety of tools to promote 
accounting, and organisational, change. 


4.1. The intervention of ‘outside’ institutions: 
COS and ICAEW 

The Charity Organisation Society (COS), creat- 
ed in 1869, was concerned that ‘ill considered and 
unsystematic philanthropy’ (Owen, 1965:220), 
discouraged individual responsibility. The society 
was organised around local committees with the 
aim of ‘bringing together the applicant and the vol- 
untary agency best equipped to assist him’ (Owen, 
1965:222). Whelan argues the COS: 


*,..[E]pitomised, from the start, the view that 
alms carelessly given are worse than no alms at 
all. It urged people to think before giving money 
to those requesting assistance, and it instigated a 
rigorous policy of enquiring into the back- 
grounds of applicants.’ (2001:2) 


COS efforts to control, and monitor, both chari- 
table institutions and those seeking assistance 
from them, led to demands for changes in their or- 
ganisation and, with this, improved accounting in- 
formation. This applied particularly to the largest 
and most numerous of the charities: voluntary hos- 
pitals (Bosanquet, 1973). The major reason for the 
interest of COS in hospitals was what was de- 
scribed at the time, as the ‘abuse’ of hospital out- 
patient departments (Abel-Smith, 1964). These 
departments caused much controversy between 
1880 and 1911, and their role, within the health- 
care environment, was challenged from two per- 
spectives. Patients seen by a hospital doctor, at 
out-patient departments, had free treatment, and 
many GPs believed this reduced their income from 
patient fees. Charity reformers, particularly COS, 
believed this discouraged prospective patients 
from providing for themselves (Abel-Smith, 1964; 
Rivett, 1986). This out-patient issue drew COS 
into other hospital debates, for example, they de- 
manded that some sort of central hospital regulator 
be set up for London. Bosanquet states that: 


‘The aim of the Society was neither to make any 
investigation itself, nor to take part in the actual 
management of the hospitals; but merely to fa- 
cilitate the institution of a central Board of 
Management, representative of the hospitals 
themselves, and working out a definite system of 
medical relief.’ (1973:215) 


COS established an internal committee to exam- 
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ine healthcare organisation and began a campaign 
for an enquiry into the operation of voluntary hos- 
pitals in London and, largely due to their efforts, 
an enquiry was set up by the House of Lords in 
189) (Bosanquet, 1973; Rivett, 1986). Their evi- 
dence, to the House of Lords, suggested that hos- 
pitals manipulated their accounts as a fund-raising 
device. For example Montefiore, Organising 
Secretary of the Medical Committee of the COS, 
stated that: 


"Ihe most general effect that seems to be striven 
for is to manufacture a deficiency where there is 
not one. The object of this is to make the ac- 
counts look as if the charity were in debt, and 
this is done in order that a piteous, but lying, ap- 
peal may be made to a sympathising but critical 
public. This is the reason we frequently find so 
many accounts in one report.’ (BPP, 1893, 
Montefiore's evidence, para.171) 


Their disquiet about hospital accounting, and, 
indeed, the accounts of all charitable institutions, 
led to COS setting up an alliance with the ICAEW. 
An editorial in The Accountant suggests that the 
two organisations agreed on more than just ac- 
counting reform, with their views on charity and 
charitable organisations being remarkably similar: 


“The Charity Organisation Society has from time 
to time endured a great deal of unmerited oblo- 
quy, but it has managed to outlive its principal 
detractors. In our opinion this institution is 
founded upon the truest principles of practical 
benevolence as opposed to indiscriminate and 
ill-bestowed almsgiving, which generally aggra- 
vates the very evils it is intended to ameliorate.’ 
(The Accountant, 1890:207) 


The Accountant published three articles on the 
accounts of charities in September, 1888. Why the 
journal chose to discuss charitable accounting at 
this time is not revealed, nor is the author identi- 
fied. Three months later Gerard Van De Linde 
delivered a paper to the COS Council, The 
Preparation and Audit of the Accounts of Income 
and Expenditure Relating to Charitable 
Institutions (Van De Linde, 1888), which outlined 
pro-forma statements of accounts for hospitals and 
led to the formation of a committee, with member- 
ship including E. Cooper (Cooper Brothers and 
Co.) and G.W. Knox (Knox, Burbridge, Cropper 
and Co.), to ‘report on the best form of accounts 
for charitable institutions of different types’ (The 
Accountant, March 1890:161). 


4 2. Internal group resistance and House of Lords 
intervention 

COS and the ICAEW immediately came into 
conflict with hospital managers and Burdett’s 
journal The Hospital. For example, when the 
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(COS/ICAEW) Report was presented to a London 
meeting of COS a number of hospital managers 
appeared less than impressed. Michelli, Secretary 
at the Seaman’s Hospital, stated that '... many of 
the recommendations were made from the actuari- 
al or auditor’s point of view’. In addition he ques- 
tioned the usefulness of the accounts to the 
hospital secretary and argued that the form of ac- 
counts ‘was not new’ (Charity Organisation 
Review, 1890:173). Ryan, Secretary at St Mary’s 
Hospital, was even more critical, stating: 


‘The report from the point of view of general 
hospitals was purely and absolutely superfluous. 
The report recommended what had long ago 
been done by the general hospitals. The difficul- 
ty of uniformity of accounts was very much a 
question of uniformity in detail, not in style or 
principle; and these difficulties of detail were 
not practically dealt with in the form of accounts 
in the report.' (Charity Organisation Review, 
1890:173) 


Burdett used his editorship of the journal The 
Hospital to make a further attack on COS and 
specifically on outside intervention: 


"The report of the COS on hospital accounts is 
remarkable in more ways than one. It proves to 
demonstrate that gentlemen who have no techni- 
cal knowledge of the special requirements of 
particular fields of work should refrain from ex- 
pressing opinions thereon, and specially from 
formulating definite proposals and forms which 
reveal an ignorance of technique as amusing as 
it is instructive.’ (Hospital, 1890:405) 


This evidence suggests that leading figures with- 
in the hospital movement had great difficulty in 
accepting incursions by COS and the ICAEW, but 
these exogenous institutions did succeed in raising 
the profile of hospital accounting and management 
and, in 1890, were successful in their attempts to 
establish some form of government investigation, 
with a committee of the House of Lords beginning 
a ‘hospital enquiry’ in 1890. 

The idea of some sort of government investiga- 
tion was not new (Moore, 1999) and COS were as- 
sisted in their campaign for an enquiry by the 
medical profession in the form of a petition and 
assistance from the professional press (Charity 
Organisation Review, 1890; Bosanquet, 1973, 
Rivett, 1986). Bosanquet states that: 


“This petition was backed by an extraordinary 
support from the medical profession. It was 
signed by about 1,000 members, drawn from all 
grades and sections of the profession, and was 
supported also by The Lancet and other medical 
papers.’ (Bosanquet, 1973:21) 


Again there was resistance from Burdett and the 
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internal hospital institutions. For example, in an 
editorial, in his journal The Hospital, with the title, 
‘A Hospital Inquisition’, he rejects the need for a 
hospital enquiry and takes the opportunity to at- 
tack COS and its intervention: 


“We cannot afford to allow these splendid insti- 
tutions, built up by the efforts and sacrifices of a 
noble philanthropy, to be despoiled or discredit- 
ed at the bidding of an irresponsible society with 
a craze for meddling ...' (1890:42) 


Continuing: 


“There is no doubt whatever that in sympathy 
with hospitals and in practical acquaintance with 
everything that appertains to their management, 
the Hospital Association is as superior to the 
Charity Organisation Society as the latter body 
is to a second-rate detective in ferreting out the 
delinquencies of a begging letter impostor.' 
(1890:43) 


The House of Lords committee, set up in 1890, 
collected extensive evidence from hospital practi- 
tioners on the operation and management of vol- 
untary hospitals in London and this data collection 
process appears to have been the catalyst for ac- 
counting change (BPP, 1890-93; Rivett, 1986). 
The enquiry was wide ranging and considered the 
effect of free out-patient provision, the possibility 
of introducing some sort of monitoring organisa- 
tion or central board to license or approve new 
hospitals, as well as accounting and audit arrange- 
ments. Though limited to London hospitals, it pro- 
vides a detailed record of hospital organisation and 
management from leading and influential figures 
within the hospital movement, and there was al- 
most unanimous agreement that a uniform system 
of accounts should be introduced. For example, the 
final report states: 


"Under the existing arrangements, each hospital 
making out its own financial statement after its 
own fashion, it is found impossible to form any- 
thing approaching a trustworthy estimate of the 
comparative cost of management and mainte- 
nance as between different hospitals. The esti- 
mated annual cost of a bed, which is the ordinary 
standard of comparison, is calculated after so 
many different methods, producing such widely 
different results, as to be altogether fallacious.' 
(BPP, 1893, Final Report, para.242) 


This emphasis on the need for cost-per-bed com- 
parisons was central to the demand for uniform ac- 
counting, and it was argued that, only after such 
reform could this 'assist hospitals themselves in 
checking their own extravagance, and the sub- 
scribers in judging how the money was spent' 
(BPP, 1893, Final Report, para.242). The Lords’ 
report also drew attention to difficulties associated 
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with cost-per-bed comparisons, such as, isolating 
and adjusting for the cost of out-patients treated in 
the hospital. Although they appeared to be wary of 
recommending an accounting system that could be 
interpreted as a challenge to the concept of volun- 
tarism, stating: 


‘Objection was taken to any attempt being made 
to forcing all the hospitals into an exact method; 
this, it was thought, savoured too much of State 
control, and would tend to destroy individuality.’ 
(BPP, 1893: para.251) 


The Lords’ Enquiry took three years to complete 
their Report. This time lag and their obvious reluc- 
tance to intervene appeared to allow hospital indi- 
viduals and groups the opportunity to step into the 
void and take control of the accounting change 
agenda. In particular, the London Sunday Fund 
emerged as powerful institution that used their 
economic power, and the high social status of the 
individuals within it, to drive accounting change in 
London hospitals (Rivett, 1986; Waddington, 
1995). 

The Sunday Fund was closely associated with 
the Church where collections on a specific Sunday 
[Hospital Sunday] were used for the benefit of 
local voluntary hospitals (Waddington, 1995). 
Waddington states: 


‘It was envisaged that a fund would remove 
abuse and encourage reform, as distribution was 
to be placed in the hands of a scrutinising com- 
mittee which would identify any problems and 
penalise hospitals accordingly. Hospitals, it was 
hoped, would reform, if only to improve the size 
of their awards.’ (1995:153) 


D 


The Fund was run '...on strict commercial 
grounds as the committee was made up from 
London's leading financiers, businessmen, politi- 
cians and philanthropists? (Waddington, 
1995:154). It required hospitals to submit cost and 
patient activity information before the Fund would 
award grants and it produced a table of perform- 
ance statistics for each hospital. 

In December 1890 a special meeting of the 
Distribution Committee (Burdett, 1916) was con- 
vened to 'consider the possibility of assigning 
some uniform system of accounts to be presented 
to their subscribers’ (Metropolitan Sunday Fund, 
MS 30587/5). This meeting of hospital managers, 
in 1891, recommended a format (or layout) of ac- 
counts, consisting of an income and expenditure 
account similar to, but not exactly the same as, the 
one Burdett had presented to the Lords' enquiry. 
Subsequently a detailed index of classification of 
expenditure was agreed after which the council of 
the Sunday Fund sent out a recommended ‘form of 
accounts' to all hospitals requesting grants 
(Burdett, 1916). These accounts were published in 
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1893 as ‘Burdett’s’ Uniform system of accounts for 
hospitals, charities, missions, and public institu- 
tions (1893). 

The speed with which the Sunday Fund pro- 
duced the uniform accounts suggests that the inter- 
nal institutions wanted to retain control of the 
administrative apparatus of the hospitals and were 
not prepared to surrender accounting policy to ex- 
ternal agencies like the COS and ICAEW. 
However, the extent to which untform accounts 
can be attributed to Burdett, as has been subse- 
quently claimed, is unclear. Burdett states that the 
system ‘originated at the Queen’s Hospital, 
Birmingham, nearly half a century ago (1869) and 
was devised by Mr. (now Sir) Henry C. Burdett, 
with the co-operation of an eminent Birmingham 
accountant, the late Mr. William Laundy’ (1916:1). 
Burdett was Secretary at Queen’s Hospital for over 
five years but unfortunately the hospital’s archive 
(at Birmingham Library) is limited, while Burdett’s 
papers, at the Bodleian Library, also provide little 
further information on the uniform accounts; 
Burdett’s assertions cannot therefore be con- 
firmed. 

Although, between 1881 and 1893, Burdett de- 
livered a number of papers on hospital manage- 
ment and accounting he made no reference to the 
uniform system of accounts, supposedly devised 
for the Queen’s Hospital in 1869. For example, his 
papers; Hospitals and the State (Burdett, 1881) 
and the present financial difficulties of the 
Metropolitan Hospitals: their cause and probable 
results. Hospital finance and audit (SSA, 1883) 
while discussing accounting and audit, make no 
reference to the Birmingham system and neither 
did his evidence to the House of Lords enquiry 
(BPP, 1893). Also, Burdett’s uniform accounts 
were very similar to those already in use, and 
Berry notes that in the 18th and early 19th century, 
‘items were classified on similar lines to the clas- 
sifications in the income and expenditure accounts 
proposed by Henry Burdett in 1893’ (1997:8). 

It could be that Burdett did take, or indeed 
amend the accounts, in existence at Birmingham in 
1869 and use these as the basis for the 1893 ac- 
counts, particularly as Burdett’s Income and 
Expenditure account (created in 1893) was, as 
Berry (1997) states, similar to that already in wider 
use. The distinguishing feature of Burdett’s ac- 
counts, the ‘index of classification’, was, accord- 
ing to Burdett’s own account, created by Michelli 
(Burdett, 1916). 

What is clear is that the uniform accounts were 
formalised in the early 1890s, at the instigation of 
the Sunday Fund with the help of Burdett, and a 
number of London-based hospital managers. 
Burdett’s position, as owner of The Scientific 
Press, allowed rapid publication of the proposed 
uniform accounts and his reputation helped legit- 
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imise the accounts within the voluntary hospital 
sector. A ‘hospital’ institution, the Sunday Fund, 
was able to pre-empt the findings of the House of 
Lords committee and exclude the external institu- 
tions, COS and ICAEW, from hospital financial 
reporting, by producing their ‘own’ accounts, 
using Burdett’s name in 1893. Although 
COS/ICAEW played an important campaigning 
role in promoting accounting reform they were un- 
able to usurp the institutions of the hospital world 
in the design, and later, the implementation of uni- 
form accounting. 


5. Comparison of the various proposed 


accounts 

The preceding sections set out the conditions that 
led to the creation, and eventual standardisation, of 
hospital accounting in the 1890s. Broad social 
changes encouraged managerialism and profes- 
sionalism, while increased funding, from a variety 
of sources, meant wider interest in the public ac- 
countability of hospitals. Campaigning bodies, 
such as COS, had an ideological agenda and this 
appeared to gel with that of the accounting profes- 
sional association, the ICAEW, but both of these 
institutions clashed with the vested interest of the 
hospital managers. Although the need for unifor- 
mity was supported by all groups and institutions 
it was not clear which of the various proposals 
would actually be adopted and this section pro- 
vides an overview of the alternatives on offer. 

At a narrow technical level one can compare the 
proposals according to their merits in dealing with 
various categories of revenue and expense, and 
with assets and liabilities, through their presenta- 
tion in receipt/payment, income/expense and bal- 
ance sheet statements. However, this would be to 
misunderstand what was at stake. The newly 
founded Hospital Association wanted control of a 
key element of the reporting and control structure 
and hardly wished to concede that an external pro- 
fessional body, such as the ICAEW, could lay 
down better processes and procedures than hospi- 
tal professionals with extensive experience. Thus 
the battle, though ostensibly over narrowly techni- 
cal issues, actually had much wider consequences 
and the following sections need to be read with 
this in mind. 

There was general agreement on the need for 
uniformity and on the accounting treatment of 
most items of income and expenditure and these 
were no longer issues for debate. However the in- 
ternal and external groups and institutions differed 
fundamentally about the objectives of the uniform 
accounts. COS/ICAEW emphasised the produc- 
tion of accounting information for external ac- 
countability whereas internal institutions were far 
more concerned with detailed comparative costing 
data for management purposes. The four main 
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Figure 1 


ACCOUNTING AND BUSINESS RESEARCH 


Income and Expenditure Account recommended by the COS/ICAEW 
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THE ACOOUNTANT. 


April 5, 1890. 








FORM 
CHARITABLE INSTITUTIONS HAVING PROPERTY 
(B).-LARGE INSTITUTIONS HAVING OURRENT 
THE GENERAL 
Incomes and Expenditure Account for 
ExrPANDITUBE. £ s.d. 8 s d. 

To General Expenses: 

Provisions: 
.. 6100 9 


Meat .. 6 
Bread, fiour,éc. 790 15 0 
Milk 0 

8 


Dr. 


lk .. .. 489 5 
do. Zo, (detail 
other s/os).. 800 1 


o oo o oo 


Medien) Surgical Expenses: 
Instruments 
and repairs . 2450 2 2 ` 


&o. A, (detail 
- other ajos). 820 2 1 


Hire of ambulannes .. Se 


peines and ‘renewals (give 


O = PI m 
S aon 


6,809 17 11 


WITTEEEEI 
Bomme, wo 
@ O cs p — SAS 


470 2 0 


100 2 6 


180 0 1 


schemes for charitable/hospital accounting reform, 
proposed by the main groups and institutions, are 
analysed in the next section. 


5.1. ICAEW (1888), Van de Linde (1858) and 
COS/ICAEW (1890) 

The Accountant ran a series of articles on chari- 
table accounting in September 1888, and though 
they refer to charitable institutions in general, the 
examples used are all from hospitals. The articles 
begin with a description of how 'straightforward' 
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accounting for a charity is and recommend an in- 
come and expenditure account with two separate 
statements, one for provision costs and another for 
dispensary and surgery expenses. A balance sheet, 
which included land, buildings and equipment, 
was also recommended, but without depreciation, 
stating ‘it is not usual to charge depreciation in 
these accounts; this matter is not of such impor- 
tance here as with commercial concerns’ (The 
Accountant, 1888:615). All legacies and donations 
over £50 were taken straight to the balance sheet 
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Figure 2 
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Income and Expenditure Account — the Uniform System of Accounts 
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rather through the income and expenditure ac- 
count, 

In 1888 Van de Linde presented a paper to the 
COS on charity accounts. These were similar to 
those suggested in The Accountant with major dif- 
ferences being the treatment of legacies and depre- 
ciation. Van de Linde recommended that all 
legacies be taken to the income and expenditure 
account, and that hospital fittings be depreciated. 

Shortly after this paper the COS commissioned 
the ICAEW to produce a report for the COS on 
charity accounts, which recommended that chari- 
table institutions should produce different types of 
accounting information depending on the ‘extent 
of their operations’ (The Accountant, March, 
1890:161). This ranged from a simple receipts and 
payments account to a trading, and income and ex- 
penditure, account, and a balance sheet for larger 
charities with investments. The report implies that 
most general hospitals would be required to com- 
plete an income and expenditure account and a 
balance sheet. Figure 1 shows their suggested in- 
come and expenditure account. 
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5.2. Burdett’s uniform system of accounts — 1893 

This system proposed that hospitals should pub- 
lish four main statements: an income and expendi- 
ture account, a balance sheet, an invested property 
account and a special appeal account. The income 
and expenditure account (in the 1893 [1st] edition) 
was effectively a receipts and payments account, 
with ‘income’ and ‘receipt’ being used inter- 
changeably within the text. There was no attempt 
to recognise changes in stock or to depreciate as- 
sets, although a distinction was drawn between 
revenue and capital expenditure. The income and 
expenditure account provided a detailed break- 
down of sources of income and a classification of 
expenditure by similar subject, or type, as shown 
in Figure 2. 

Even though Burdett suggests that the hospitals 
may consider an invested property account, listing 
the securities held and their income, he provides 
no pro-forma statement of such an account. Nor is 
there a balance sheet, and, instead, he states * 
this may be prepared under the direction of the au- 
ditors in such a form as may seem to lend itself 
best to the circumstances of each institution’ 
(Burdett, 1893). This appears to accord with 
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Table 3 
Expenditure on provisions, salaries and wages 


Provisions (food and drink) 
Salaries and Wages 


Table 4 
Accounting treatment recommended by accounting reformers 


ICAEW 
1888 


Ji 


Year Published 


Income and 
Expenditure Account 


1886 
y 


y y 


. Balance Sheet 


Depreciation X 
Legacies in: 


y 


a. Income and 
Expenditure Account 


b. Balance Sheet 


Table 5 
Hospitals adopting the uniform system of accounts 


1899 


152 
50 from 50 
100% 


1903 
163 


Year 


Number of hospitals 
London Hospitals 
Percentage 
Provincial Hospitals 
Percentage 


100% 


14 from 102 


13.7% 28.8% 


Van De Linde 


ad (Fittings only) 


59 from 59 


30 from 104 
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1891 192] 1938 


Percentage of total cost 


31.3 21.6 16.2 8.4 
25.7 32.8 38.1 64.7 


1891, 1921, and 1938 (Pinker, 1964:157) 
1958 (Hospital Service Finance, 1959:19) 


1958 


Burdett 
1893 


O(More like a Receipts 
and Payments Account) 


COS/ICAEW 
1890 


J 


ad (Depending 
on size) 


V (Fittings only) 


Q (recommended 
but not included) 


X 


y V (Extraordinary 


Income) 


1907 


166 
60 from 61 
98% 


1912 


165 
61 from 61 
100% 


66 from 105 
62.8% 


88 from 104 
84.6% 


Source: Burdett's Hospitals and Charities (1901, 1905, 1909, 1915) 


Burdett's views given to the House of Lords en- 
quiry where he states: "as to balance sheets and 
other forms in connection with the accounts of 
hospitals, I myself, do not attach much importance 
to them per se” and adds that “what we really want 
to get is some simple system which staff include 
the same things under the same heads, and give the 
details of income and expenditure on the same 
lines” (BPP, 1893, Burdett's evidence para. 25880). 

Therefore the accounts also included a recom- 
mended classification of expenditure index. This 
was a 25-page list of expenditure items, ranging 
from bacon and ham to surgical boots, put togeth- 





er by Burdett’s close ally Michelli, secretary at the 
Seaman’s Hospital (Burdett, 1916). 


5.3. Homogeneity and contention 

These efforts to introduce uniformity in the ac- 
counting arrangements of charitable institutions, 
and, with it, the voluntary hospitals, raise interest- 
ing differences in the treatment of key items of in- 
come and expenditure and in the presentation of 
accounting information. All the accounts appear to 
be obsessed with identifying the cost of provisions 
[food and drink] which is not surprising given the 
greater relative importance of these costs in the 
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1890s, as shown in Table 3. 

In 1891 almost a third of total cost related to pro- 
visions and all the income and expenditure ac- 
counts give a detailed list of provision items. For 
example, Van de Linde’s statements had 16 head- 
ings (1888), while Burdett had 10 headings and the 
ICAEW Report (The Accountant, 1888) recom- 
mended the completion of a separate statement for 
provision costs. 

A summary of the controversial issues is given 
in Table 4. A number of accounting reformers (e.g. 
Burdett (1883) and Montefiore of COS (BPP, 
1893, House of Lords)) identified the treatment of 
legacies as open to manipulation and after 1888 a 
consensus view developed around their accounting 
treatment. The Accountant article of 1888 recom- 
mends that amounts of £50 and above should be 
capitalised, while the other reports suggest that all 
income, including legacies, should be credited to 
the income and expenditure account. 

Burdett’s 1893 cash-based uniform accounts did 
not include a balance sheet while Van de Linde and 
the COS/ICAEW Reports both recommend a bal- 
ance sheet and the depreciation of fittings. No ref- 
erence is made to depreciation in Burdett’s 
uniform accounts, which was not recognised in 
UK hospital accounts until the introduction of the 
‘internal market’ in 1989 (Mellett, 1992). 

The differences between Burdett’s accounts and 
those proposed by the ICAEW could reflect a lack 
of accounting knowledge by Burdett and the hos- 
pital managers. A more generous interpretation 
would be that Burdett, and the hospital managers, 
were more concerned about creating appropriate 
comparative cost information, and Michelli’s and 
Burdett’s comments on COS accounts, previously 
mentioned, support this view. For example, the 
classification of expenditure index provided de- 
tailed information as to which sub-heading, within 
the income and expenditure account, each item 
should be charged. In addition statistical tables 
provided data on the number of available beds, 
number of days each in-patient was resident and 
similar out-patient information. Burdett, and the 
funding institutions, sought to use the information 
for expenditure analysis, combining it with statis- 
tical data to produce performance measurement in- 
formation, such as average cost-per-occupied bed, 
both in total, and under subject headings. 


6. The spread of the uniform system of 


accounts after 1893 

After their success in the creation of the uniform 
accounts, the internal groups and institutions were 
still faced with the difficult task of convincing a 
diverse group of independent voluntary hospitals 
to introduce the new system. Table 5 suggests that 
by 1912, 90% of the larger voluntary hospitals in 
the UK had introduced Burdett’s uniform system. 
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They were quickly adopted in London (100% by 
1899) with a somewhat slower process in the 
‘provinces’. Burdett's Annual does not include 
smaller cottage hospitals and the data is from 
Burdett’s own publication and may therefore be bi- 
ased, but, even so, progress towards uniformity is 
striking. This section explores possible reasons. 


6.1. Institutions: inspections, statistics and 
almoners 

Prochaska (1992), and Jones and Mellett (2000) 
suggest that the funding institutions [Saturday 
Fund, Sunday Fund and King’s Fund] used their 
economic power to drive accounting change. For 
example, by 1896, the rules of the London Sunday 
Fund stated that: 


'..[T]hose hospitals and dispensaries only, 
which are managed by a committee duly consti- 
tuted, and which produce their printed reports 
with Balance Sheets duly audited for three years, 
by a Public Accountant, and in accordance with 
the uniform system of accounts agreed upon, 
shall be allowed to participate in the Fund.’ 
(Metropolitan Hospital Sunday Fund, MS 
30586/3, 1896) 


A governing 'Council' ran the Fund and monies 
were allocated to hospitals on the recommenda- 
tions of a distribution committee (Waddington, 
1995). This committee; according to a description 
given at the time, calculated their award in two 
stages, first what they regarded as the *needs of the 
hospital' and this 


*... is raised or lowered at the discretion of the 
committee, as soon as they have determined the 
merits of a particular institution. The task of ar- 
riving at the merits is no doubt more difficult 
than determining the financial needs and rests to 
a greater extent on the discretion of the commit- 
tee. Detailed information, including the number 
of beds, the average number occupied daily ... 
the average cost of each in-patient per week...is 
all laid before the committee.’ (The Hospital, 
1897:105) 


In addition to this analysis, hospital secretaries 
were often expected to attend special meetings, 
called ‘deputations’, where there were asked ques- 
tions on matters considered to be of an 'unsatis- 
factory character'. A number of these deputations 
required hospitals to complete Burdett's uniform 
accounts as a condition for receiving a grant 
(Metropolitan Hospital Sunday Fund, MS 
30586/3, 1896). 

Outside London, the Hospital Saturday Fund 
was of greater importance and was an early at- 
tempt to attract funds from *working class' donors 
often from public collections or from more regular 
contributions deducted from wages (Abel-Smith, 


284 


1964; Cherry, 1997, 2000). The Saturday Funds 
appeared to have been governed by a committee of 
men drawn from the workplace and by the 1890s 
they became increasingly interested in hospital 
management, for example, awarding marks, out of 
15, for their assessment of hospital ‘efficiency’ 
(The Hospital, 6 November 1897). This assess- 
ment made less use of performance measurement 
information than the Sunday Fund, relying instead 
on answers to a series of questions. These ques- 
tions were more qualitative in approach, than the 
Sunday Fund, and perhaps reflected their interest 
in gaining access to hospital care for its members 
and more control over hospital governance rather 
than using accounting numbers to assess hospital 
performance (The Hospital, 6 November 1897). 

In 1897 another significant hospital funding 
charity was created: the King’s Fund. This began 
life as ‘the Prince of Wales’s Hospital Fund for 
London to Commemorate the Sixtieth Year of the 
Queen’s Reign’ (Prochaska, 1992), later becoming 
the King’s Fund. In 1898 the Fund set up a system 
of hospital visits or inspections, of both medical 
and managerial practices. The medical visitors 
‘were a closely-knit group at the top of their pro- 
fession’ and the lay visitors were ‘leading busi- 
nessmen and philanthropic aristocrats’ (Prochaska, 
1992: 60). Prochaska states that: 


‘The earliest of the Fund’s visiting forms asked 
specifically about a hospital’s records and ac- 
counts, the fabric of the building, the condition 
of the wards...’ 


And 


*...£though it recognised that hospitals of differ- 
ent types used their beds in different ways, the 
cost-per-bed-occupied became a major test of 
hospital efficiency to the fund.’ (1992:62) 


Hospitals requesting funding were required, as 
for the Sunday Fund, to produce accounts and sta- 
tistical information and this was used to produce 
an Annual Statistical Report, starting in 1903 
(Prochaska, 1992), eventually made publicly 
available, which can be regarded as an early at- 
tempt to use accounting information to make hos- 
pital performance ‘visible’ (Jones and Mellett, 
2000). In addition, Prochaska suggests that “the 
Fund sought to create a new generation of capable, 
well-paid professionals who would revamp hospi- 
tal management’ (1992:70) and that this was part 
of a wider universal trend in the period. 

The other main institution, the Charity 
Organisation Society (COS), promoting account- 
ing change, before the ‘creation’ of Burdett’s uni- 
form accounts in 1893, appeared far less interested 
in its implementation. Immediately after 1893 
there is little reference to the accounts in ‘the offi- 
cial organ of the Charity Organisation Society’, the 
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Charity Organisation Review. One possible reason 
was the introduction of hospital almoners. At some 
hospitals, particularly in London, a process of 'en- 
quiry' into the background of patients, and their 
ability to pay for treatment, began to take place 
and this resulted in the creation of hospital al- 
moners, the first in 1894, charged with the task of 
this enquiry (Bosanquet, 1973). These staff were 
often trained, and partly paid for, by COS 
(Bosanquet, 1973) and this development may have 
moderated criticism of hospitals by COS. In addi- 
tion COS was not primarily concerned with hospi- 
tal organisation and was relatively ill-equipped to 
challenge the hospital association in their attempts 
to reform managerial and accounting practice in 
the voluntary hospitals. 


6.2. The Hospital Association: professional forces 
and standardisation of records 

In addition to the funding institutions, another 
key group promoting accounting conformity was 
the Hospital Association. Membership was largely 
made up of hospital secretaries, and used two key 
publications to promote professional 'good prac- 
tice' to their members, The Hospital and Burdett's 
Hospitals and Charities: The Year Book of 
Philanthropy and Hospital Annual. The Hospital, 
published fortnightly, described itself as ‘a journal 
of the medical sciences and hospital administra- 


tion’. It dealt with a wide range of topics including 


medical treatments, hospital administration and 
nursing issues. Importantly for the spread of the 
uniform accounts, they also ran a regular feature 
called ‘Institutional Workshop’, which was a sum- 
mary of an inspection/visit made by a reporter, 
often Burdett, to a hospital. A personal visit by the 
powertul Burdett, with the prospect of a report on 
the management of the hospital in his journal, is 
likely to have strongly influenced how these key 
hospital secretaries undertook their activities, and 
no doubt this fact was used to promote the uniform 
accounts. The Hospital Annual or Yearbook was 
also significant in promoting the uniform accounts 
and the concept of managerialism. Information 
was supplied by a large number of hospitals 
throughout the world, arranged by country and 
type of hospital, for example, medical schools, 
general, children or special hospitals, with tables 
supplying the average cost-per-bed for each hospi- 
tal. 


This promotion of ‘professional good practice’, 
and more specifically the uniform system of ac- 
counts, by the Hospital Association may have been 
aided by the early use of pro-forma accounting 
documents. Craig identifies the period 1890-1940 
as one of ‘standardisation’ and ‘unprecedented 
growth in the extent of the records kept’ 
(1991:383) and confirms that: 


‘After about 1880, printed forms produced by 
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commercial suppliers were widely used by hos- 
pitals to achieve regularity and uniformity in the 
recording and presentation of information. 
Hospital registers, financial ledgers, personnel 
files, and clinical files were particularly affect- 
ed.” (1991:384) 


The entrepreneurial Burdett, who owned the 
Scientific Press, appears to have been quick to ex- 
ploit the demand for printed forms. He ‘designed 
in accordance with the uniform system of ac- 
counts’ what he describes ‘as a complete set of 
account books’ (Burdett, 1916:4), a 350-page 
analysis journal, a 300-page cash book and various 
other printed registers. Few hospital secretaries 
would have had a background in accounting and 
are likely, therefore, to have welcomed account 
books, or what could be regarded as early ‘ac- 
counting packages’, specifically relating to hospi- 
tals, which may have been crucial to the spread of 
the accounts. 


6.3. Spread beyond the UK 

There is also evidence to suggest that the UK 
uniform accounts and the creation of professional 
managers was closely followed by similar reforms 
in US hospitals. Certainly the search for uniformi- 
ty in hospital accounts and, with it, the increased 
interest in ‘efficiency’ measures, was apparent in 
the US (Allen, 1906; 1907) and the time lag be- 
tween the US hospitals and the UK suggests their 
moves towards accounting uniformity followed 
the UK. Allen argues that in the US ‘hospital re- 
ports lacked uniformity and clearness as to receipts 
and payments’ (1906:299) and as a result, in 1905, 
a committee of: 


‘Hospital officers, contributors, finance experts, 
worked for fifteen months; studied the hospital 
experience of American and European cities... 
recommended unanimously but one remedy for 
deficits, extravagance, obsolete methods, or lack 
of public interest — more light. 


Many managers looked askance at the proposed 
remedy — viz. uniform, up-to-date system of ac- 
counts and reports.' (Allen, 1906:300) 


In 1906 some hospitals in New York agreed a 
common ‘form of recording and publishing impor- 
tant facts as to efficiency and needs' (Allen, 
1906:307). While the proposed accounts were dif- 
ferent, to those required under Burdett's system, 
the influence of the UK is also evident from the 
proposed creation of a US Hospital Annual. The 
National Association of Hospital Superintendents 
(Secretaries in the UK) advocated the production 
of ‘an annual digest of hospital data such as that 
which has helped the British hospitals so much 
during the past ten years' (Allen, 1906:311), in- 
deed Allen refers to this as an 'American Burdett'. 
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Another similarity and possible managerial 
transfer from the UK to the US was the concept of 
a professional association for managers. In the 
UK, the Hospital Association was created in 1884 
and Burdett stated [six years later] the objectives 
of the Association were: 


*... to raise the standard of efficiency of the ad- 
ministration of hospitals and kindred charities ... 
and the means; the promotion of co-operation 
among those connected with and interested in 
these institutions. The provision of facilities for 
the consideration and discussion of matters con- 
nected with hospital management and the fur- 
therance of the decisions arrived at.’ (Burdett, 
1890: 35) 


Vogel's history of the American Hospital 
Association suggests this was created in 1899 and 
at their meetings ‘formal papers, scheduled discus- 
sions, and face to face contact allowed superin- 
tendents to share the specialised knowledge of 
their craft and to seek guidance on subjects they 
found puzzling' (Vogel, 1989:246). While moves 
towards accounting uniformity and the creation of 
a professional association could have been coinci- 
dence, a case can be made for the transference of 
the ‘best practice’ from the UK. 


7. Discussion and conclusions 

This paper examines the creation and spread of 
Burdett's uniform system of accounts (1893) with- 
in UK voluntary hospitals, using Porter's elements 
(individuals, groups, institutions, concepts, forces 
and universals) to explore the complex process of 
change. The paper finds that forces, such as 
changes in medical technology and subsequent 
economic pressure on hospital funding, with the 
emerging concepts of efficiency, professionalism 
and managerialism, stimulated a number of indi- 
viduals, groups and institutions to question the 
quality and usefulness of hospital accounting in- 
formation. These groups included the Social 
Science Association and, later, the Hospital 
Association. 

But it was another external institution, the 
Charity Organisation Society (COS) that proved 
the catalyst for accounting reform. COS was 
alarmed about poor hospital corporate governance, 
and alleged that hospitals manipulated their ac- 
counts to show deficits, in an effort to aid funding 
initiatives. Their trenchant criticisms of the free 
provision of out-patient care led, as a by-product, 
to their probing of hospital organisation and ac- 
counting. COS was able to marshal support for 
hospital accounting reform from another two insti- 
tutions, the ICAEW and the House of Lords. The 
ICAEW provided essential technical expertise and 
professional legitimacy, while the possibility of 
State intervention, in the form of a House of Lords 
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Enquiry, appears to have been decisive in mobilis- 
ing internal hospital institutions into defending the 
organisation of voluntary hospitals. These external 
institutions were essential conduits for accounting 
change, provoking action from individuals, groups 
and institutions more closely associated with the 
voluntary hospital movement. 

A detailed examination of Porter’s ‘change 
agents’ from 1888-1893 suggests that internal in- 
dividuals, using a well-established hospital institu- 
tion, the Sunday Fund, created a like-minded 
group from within the London Hospital establish- 
ment, and were able to control hospital accounting 
and, eventually, exclude the external institutions, 
COS and ICAEW, from accounting reform. 
Although there was a degree of similarity between 
all proposed accounts, ‘Burdett’s’ were, in many 
respects, the least sophisticated of the possibilities 
on offer, and rationality is not therefore the key to 
understanding why these accounts were those 
eventually adopted. Other possible reasons are 
complex and, inevitably, subjective. 

Voluntarism and local control were universals 
embraced by all groups and institutions and this, 
indirectly, provided support for Burdett and his 
supporters. The House of Lords’ report, for exam- 
ple, while supporting uniform accounting, was re- 
luctant to recommend any State intervention in the 
internal organisation of the hospitals. There may 
have also been a far more practical explanation. 
While COS and ICAEW were able to denounce 
hospital accounting practice, it was not, for either 
institution, a main-stream concern and, given the 
reluctance of the State to intervene, it appears that 
both COS and ICAEW were either unwilling, or 
unable, to convert ‘criticism’ into action. 

This contrasts markedly with the internal indi- 
viduals, groups and institutions, particularly 
Burdett, the Sunday Fund and later the Hospital 
Association. These internal groups, certainly with- 
in London, were controlled by a small ‘elite group’ 
of individuals, many of whom were close to 
Burdett, who appear to have been prepared to de- 
vote time and energy, and use their resources, in 
pursuing accounting reform. 

The role played by the ubiquitous Burdett was 
also crucial in the process of change. His influence 
and power stemmed from his ownership, and edi- 
torship, of The Hospital journal, his high level 
contacts within key institutions and his personal 
friendships with hospital secretaries, such as 
Michelli. Burdett was also in the fortuitous posi- 
tion, as owner of the Scientific Press, to be able to 
quickly publish and present 'Burdett's' uniform 
accounts as a fait accompli, even before the final 
publication of the House of Lords' Report. 

The success of the internal groups had far-reach- 
ing implications for hospital accounting informa- 
- tion. It extended the principle of uniformity from 
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accounting stewardship to performance measure- 
ment, by the inclusion of a detailed index of clas- 
sification of costs and other statistical information, 
such as number of in-patients, out-patients and oc- 
cupancy levels. Indeed for the next 50 years, we 
see attempts, particularly by the King’s Fund, to 
use this data to compare hospital performance and 
to help drive resource-allocation decisions 
(Prochaska, 1992). 

Central to the spread of uniform accounts is the 
influence of Burdett and his publications, econom- 
ic forces in the form of funding institutions and the 
demand for professional homogeneity (DiMaggio 
and Powell, 1983), encouraged by the Hospital 
Association. It is this combination of individual 
advocacy, institutional power and professional or- 
thodoxy that appears to have so completely 
achieved change. The economic force of the fund- 
ing institutions can be over-emphasised (Cherry, 
2000). All three of the main funding institutions 
accounted for only some 8% of total hospital in- 
come in 1899, but it was their role in promoting 
managerial reform, via hospital visits and inspec- 
tions, that assisted the spread of the accounts. 

With the creation of the Hospital Association 
there was the beginning of a professional network 
influencing the behaviour of hospital secretaries, 
and reinforced by the journals The Hospital and 
Burdett's Hospital Annual. Burdett’s Scientific 
Press was quick to support, or perhaps exploit, the 
demand for uniformity by producing standard 
printed account books. There is limited, but inter- 
esting, evidence to suggest that accounting unifor- 
mity and managerialism spread from the UK to the 
US. 

The development and diffusion of uniform ac- 
counting for hospitals suggests that the attempted 
use of accounting to measure and influence hospi- 
tal performance and organisation has a long histo- 


ry and was a much earlier phenomenon than those 


associated with “New Public Management’ (Hood, 
1991). This research implies that a multi-level ex- 
planation for accounting change avoids the over- 
reliance that could be placed on a single element, 
such as government intervention or economic 
forces, when exploring a complex change event. 
While external contextual influences on account- 
ing policy formulation are important in stimulating 
change, the outcome, certainly in this case, 1s also 
intrinsically linked to the actions of individuals, 
groups and institutions. These well-organised, and 
connected, internal groups were able to resist in- 
cursions from the accounting profession and pre- 
vent them controlling hospital accounting 
information. This may partly explain why hospital, 
and indeed, charity accounting has received limit- 
ed attention from the profession until the more re- 
cent past. 
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Governance and takeovers: are 
public-to-private transactions different 
from traditional acquisitions of listed 


corporations? 
Charlie Weir and Mike Wright* 


Abstract— Using a unique hand-collected dataset comprising 96 public-to-private (PTP) transactions and 258 ac- 
quisitions of listed corporations by existing corporate groups completed during the period 1998 to 2000, this paper 
investigates the extent to which PTPs have different internal and external governance and other charactenstics from 
traditional acquisitions of listed corporations by existing corporate groups. The paper analyses acquisition activity 
during a period in which three new features were present: the decline in hostile takeovers, the increase in the adop- 
tion of governance Codes of Best Practice and the growth in PTP activity. PTPs are usually a response to takeover 
threat (Lehn and Poulsen, 1989) and so the paper analyses the acquisition decision from two perspectives: first, 
takeovers as a disciplinary mechanism which substitute for weak internal governance and second, as part of a non- 
disciplinary perspective where takeovers are complementary to internal governance mechanisms. We find support 
for the argument that improved internal governance and non-disciplinary takeovers, that is takeovers where the mo- 
tive is not as a response to under-performing management, are complementary. PTPs are more likely to have high- 
er board ownership and are likely to have duality of CEO and chairman. They are also more likely to have lower 
growth prospects and lower valuations. However, they do not have sub-optimal internal corporate governance struc- 
tures in terms of lower proportions of outside directors. With respect to external governance, they are not more like- 
ly to experience pressure from the market for corporate control in the form of greater takeover speculation and are 
also not more likely to suffer hostile threats. We find that PTPs involving management buy-outs (MBOs) have 
fewer non-executive directors and a greater incidence of duality. MBOs also have higher board shareholdings. We 
find no evidence that management buy-ins (MBIs) have different characteristics. Our results suggest that going pri- 
vate by MBO may result from management’s knowledge of private information that leads them to believe that the 


market has an incorrect perspective of the company’s prospects. 


1. Introduction 
Corporate governance involves external and inter- 
nal mechanisms. External mechanisms essentially 
concern the market for corporate control in which, 
in theory, underperforming management are disci- 
plined and replaced following a successful hostile 
takeover bid. Internal governance mechanisms re- 
late to the panoply of incentive and control mech- 
anisms associated with board share ownership, 
board composition and external blockholdings of 
shares. 

Important changes have occurred with respect to 
external and internal governance in the UK during 
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the 1990s. First, there has been a decline in hostile 
takeover activity from a quarter of all acquisitions 
of UK listed companies in the mid-1980s (Franks 
and Mayer, 1996) to only 6.1% by the late 1990s 
(Weir and Laing, 2003), with a corresponding in- 
crease in friendly takeovers.! Second, there has 
been increased focus on the development of new 
“best practice’ codes for enhancing internal corpo- 
rate governance through, for example the strength- 
ening of corporate boards (Cadbury, 1992; 
Hampel, 1998, Combined Code 1998). These 
codes have particularly focused on enhancing 
managerial accountability (Short et al., 1999). 
Third, the period saw a significant increase in the 
number and value of public-to-private transactions 
(PTPs). Over the period 1991-1997, 4.8% of ac- 
quisitions involving publicly quoted companies 


! Even this split, however, may not accurately reflect the 
true situation. For example, Schwert (2000) argues that any 
initial rejection of an approach may simply indicate an attempt 
to get the bidder to enter into an auction process the purpose 
of which is to increase the value of the bid. In addition, Boone 
and Mulherin (2002) argue that the traditional definition ig- 
nores potential private auctions. 
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were PTPs. During 1998-2000, the figure rose to 
23.7% with the figure increasing in each of these 
years. In addition, the value of assets taken private 
increased from £2,524m in 1998 to £9,363m in 
2000 (CMBOR, 2003). The paper analyses these 
three trends. 

While O'Sullivan and Wong (1999) consider the 
substitution of different governance mechanisms 
and find significant differences in internal gover- 
nance between hostile takeovers? and firms that re- 
main listed, the first two trends above raise 
important questions about the relationship be- 
tween external and internal governance (Short et 
al., 1999; Dedman, 2003). In particular, they sug- 
gest that this relationship may have changed to one 
in which the market for corporate control and in- 
ternal governance mechanisms are complements 
rather than substitutes. Improved internal gover- 
nance may reduce the need for external gover- 
nance, while the increase in friendly takeovers 
may reflect other non-disciplinary motives for ac- 
quisition. Non-disciplinary takeovers are 
takeovers where the motivation is not a response to 
under-performing management. Disciplinary 
takeovers are those that occur in response to 
under-performance by management (Manne, 
1965; O’Sullivan and Wong, 2005). 

In a PTP, the publicly owned equity of a compa- 
ny is acquired and the new company is taken pri- 
vate, creating a new independent entity. Typically, 
this new entity has enhanced governance and in- 
centive mechanisms involving close monitoring 
by debt holders, private equity firms and signifi- 
cant equity stakes for executives. These mecha- 
nisms emphasise both accountability and the 
taking of entrepreneurial decisions by managers. 
In some of these firms, incumbent management 
may take significant equity stakes, creating a man- 
agement buy-out (MBO), while in others equity 
may be largely held by new incoming management 
and the private equity financier, creating a man- 
agement buy-in (MBI). MBOs and MBIs poten- 
tially raise different issues concerning access to 
information and governance. 

The emergence of PTPs extends not only tradi- 
tional perspectives on the market for corporate 
control but also the nature of internal governance. 
On the one hand, firms subject to PTPs may have 


? The analysis of publicly quoted firms that have been ac- 
quired tends to be undertaken using one of the following 
methodologies. (1) the comparison of characteristics of ac- 
quired firms with those of non-acquired firms (e.g. Palepu, 
1986); (2) the comparison of firms acquired in hostile and 
non-hostile takeovers (e.g. Martin and McConnell, 1991; 
Franks and Mayer, 1996; Kennedy and Limmack, 1996); (3) a 
comparison of the characteristics of firms acquired by friend- 
ly takeover with those of non-acquired firms (e.g. Song and 
Walkling, 1993; Nuttall, 1999); and (4) a comparison of firms 
involved in hostile acquisitions with those of non-acquired 
firms (e.g. Shivdasani, 1993). 
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inferior internal governance mechanisms prior to 
going private. Private equity firms with specialist 
monitoring expertise and contractual mechanisms 
represent a new external governance mechanism 
that involves taking these firms private and im- 
proving their internal governance. Alternatively, 
the development of corporate governance codes 
may lead to at least a prima facie convergence of 
internal governance mechanisms across firms. In 
these cases, PTPs may be more likely to occur 
where internal governance mechanisms focused 
on accountability in the context of stock market 
regulation constrain management's ability to un- 
dertake entrepreneurial decisions (Short et al., 
1999). 

The objective of this paper is to investigate the 
changes that occurred in the market for corporate 
control during the late 1990s. It evaluates the ex- 
tent to which firms going private have different ex- 
ternal and internal governance and monitoring 
characteristics from traditional acquisitions of list- 
ed corporations by existing corporate groups. As 
such, the paper aims to make the following contri- 
butions to the literature. First, it presents an analy- 
sis of acquisition activity during a period in which 
three new features have been present — the decline 
in hostile takeovers, the increase in the adoption of 
governance Codes of Best Practice and the growth 
in PTP activity. It therefore analyses the acquisi- 
tion decision from two perspectives: takeovers as 
either disciplinary or non-disciplinary. The disci- 
plinary perspective represents the traditional role 
of the market for corporate control in which poor- 
ly performing companies are bought and ineffec- 
tive management is replaced. This context was 
used by, for example, Lehn and Poulsen (1989) to 
explain PTP activity. Given the decline in hostile, 
disciplinary acquisitions, the non-disciplinary ap- 
proach attempts to analyse the market as it now ap- 
pears to be operating. Separating acquired firms 
into PTPs and traditional acquisitions of listed cor- 
porations provides valuable additional insights 
into developments in the external monitoring 
process. Within this context we analyse the role of 
board ownership as an influence on the decision to 
go private. Second, our focus extends both previ- 
ous work on PTPs that has examined the growth 
prospects, free cash flow and market for corporate 
control hypotheses relating to the acquisition of 
firms (Jensen, 1986), and previous work on inter- 
nal governance in takeovers (O'Sullivan and 
Wong, 1999). It does this by incorporating the im- 
pact of internal governance mechanisms and the 
role of ownership structure on the decision to go 
private. Third, we analyse how far public-to-pri- 
vate buy-outs can be viewed as a homogeneous 
group by comparing incumbent-led buy-outs 
(MBOs) with those led by outsiders (MBIs). 

Our findings show that PTPs and traditional ac- 
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quisitions of listed corporations differ in terms of 
certain aspects of external and internal governance 
and monitoring mechanisms. In terms of internal 
governance mechanisms, there is no evidence of 
differences in terms of non-executive directors al- 
though there is more likely to be duality of CEO 
and chairman. There is also no evidence that they 
had more free cash flow but their growth prospects 
were lower. Therefore, with respect to the tradi- 
tional disciplinary role of hostile takeovers, we 
find limited evidence that PTPs were more likely 
to suffer from agency costs but they did not expe- 
rience a greater threat of hostile takeover. 
However, we do find that public-to-private acqui- 
sitions had higher board shareholdings than tradi- 
tional acquisitions of listed corporations, which is 
further support for the view that recent PTPs can- 
not be explained in terms of a reaction to the threat 
of disciplinary takeover brought about by high 
agency costs. 

We find support for the hypothesis that we can 
differentiate between PTPs and traditional acquisi- 
tions of listed corporations within a non-discipli- 
nary perspective. We find that some firms going 
private have lower valuations, indicating manage- 
rial private information, and greater board owner- 
ship suggesting that outside bidders have been 
deterred from bidding for the firms because of the 
potential difficulties involved in dealing with sig- 
nificant board ownership. 

The issue of board ownership is investigated fur- 
ther by comparing high board ownership PTPs and 
low board ownership PTPs with traditional acqui- 
sitions of listed corporations. High board owner- 
ship PTPs have higher free cash flows and lower 
growth prospects. In addition, they have fewer 
non-executive directors and more duality. 
However, they also have higher internal ownership 
and do not face greater pressure from outside bid- 
ders than traditional acquisitions of listed corpora- 
tions. This suggests that board ownership and 
board structure are substitute governance mecha- 
nisms. It is also consistent with the fact that, al- 
though there is greater awareness about board 
mechanisms, shareholders may be willing to ac- 
cept a board structure that appears non-optimal. 
However, high board ownership PTPs do have an 
average of two independent non-executive direc- 
tors, which is consistent with the 1998 Combined 
Code on Corporate Governance prevailing at the 
time of the study. They also have an average of 
36% non-executive directors, which is above the 
figure quoted in the Combined Code. This sug- 
gests that PTPs do not suffer non-desirable non- 
executive director representation. In addition, 
Hampel (1998) recognises that duality may be ap- 
propriate for smaller firms, something which is 
true for high board ownership PTPs. 

Our findings also show that PTPs that are MBOs 
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have a higher incidence of duality and fewer non- 
executive directors. However, the percentage of 
non-executive directors is in line with the 1998 
Combined Code. MBOs also have higher board 
ownership. Therefore, going private implies that 
the management has private information about the 
prospects of the firm, which is not reflected in the 
stock market's view of the company. Overall, our 
findings emphasise the importance of a non-disci- 
plinary explanation for PTPs relative to traditional 
acquisitions of listed corporations. 

The paper is structured as follows. In the next 
section the literature relating to acquisitions and 
PTPs is discussed. Then the data and research de- 
sign are outlined in Section 3. The results are dis- 
cussed in Section 4 and the analysis development 
in Section 5. Finally, some conclusions are drawn 
in Section 6. 


2. Previous literature and hypothesis 


development 
A number of differences between public-to-private 
(PTP) takeovers and other acquisitions of listed 
corporations have important internal governance 
implications. First, a PTP means that the company 
will have been taken out of public control and will 
no longer be quoted on the stock market. 
Therefore, the company will cease to be subject to 
public monitoring and hence will not incur the 
bonding and monitoring costs associated with 
being publicly quoted. In contrast, a publicly list- 
ed corporation acquired by another publicly listed 
corporation is still to some degree, even if it is in- 
directly, subject to the effects of public monitoring 
through analysts’ scrutiny of its parent. Second, 
public-to-private transactions tend to involve pri- 
vate equity firms who typically take significant eq- 
uity stakes and board representation (CMBOR, 
2003)? Third, the funding structure following the 
PTP usually involves a higher proportion of debt 
(CMBOR, 2003). In contrast, acquisition by an- 
other public company may be more likely to see 
the continuation of a relatively low proportion of 
debt in the funding structure, even where the ac- 
quisition is funded by increased borrowings by the 
bidder (Sudarsanam and Mahate, 2003).^ This im- 
plies increased monitoring subsequent to going 
private. 

In this section, we first consider the substitution 


3 Over the period 1998-2000, 79.4% of all PTPs involved 
private equity firms. The figure increases as the value of the 
PTP increases, with private equity firms being involved in 
91.9% of PTPs that were in excess of £50m (CMBOR, 2003). 

^ Sudarsanam and Mahate (2003) find that over the period 
1983-1995 in the UK, 18.7% of acquisitions were financed by 
only cash, 19.8% by only equity and 61.5% by a mixture of 
the two. In contrast, over the period 1991—2000, debt provid- 
ed an average of 42.4% of the funding of UK PTP transac- 
tions, (CMBOR, 2003). 
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arguments regarding differences in traditional dis- 
ciplinary hostile takeover activity between PTPs 
and traditional acquisitions of listed corporations. 
We consider the differences between PTPs and tra- 
ditional acquisitions of listed corporations in terms 
of the traditional arguments for going private, 
namely weak governance associated with agency 
problems, excess free cash flows, poor growth 
prospects, low board shareholdings and the threat 
of hostile takeover. Second, we consider the com- 
plementarity arguments with respect to the grow- 
ing awareness of internal governance mechanisms 
during a period of a decline in hostile acquisitions 
and a rise in non-disciplinary takeovers. We eval- 
uate the differences between PTPs and traditional 
acquisitions of listed corporations in relation to a 
non-disciplinary environment in which manage- 
ment perceptions about market undervaluation and 
management insider knowledge are likely to play a 
greater part in the decision to go private. 

We are not aware of any study that has attempt- 
ed to differentiate between PTPs and traditional 
acquisitions of listed corporations in a period when 
non-hostile acquisitions are the rule? Halpern et 
al. (1999) compared leveraged buy-outs (LBOs) 
with a random sample of traditional acquisitions of 
listed corporations during 1981—86, a time when 
hostile acquisitions were much more common in 
the US than now. They found that the probability 
of engaging in an LBO increased as managerial 
share ownership increased and was higher if 
takeover interest had been reported in the Wall 
Street Journal. They found no evidence of any dif- 
ference in either growth prospects or free cash 
flows. 


2.1. Disciplinary takeovers and substitutability 
Hostile takeovers are traditionally viewed as a 
key mechanism for disciplining under-performing 
managers. A substantial literature examines tradi- 
tional acquisitions during periods of significant 
hostile takeover activity. For example, O'Sullivan 
and Wong (1999) consider the substitution of dif- 
ferent governance mechanisms and find signifi- 
cant differences in internal governance between 
hostile takeovers and firms that remain listed. In 
addition, the likelihood of significant turnover of 
senior management of the acquired firm following 
takeover (Kennedy and Limmack, 1996; Franks 


5 The literature on public-to-private transactions tends to 
compare PTPs with firms that remain public, (e.g. Halpern et 
al., 1999; Kaplan, 1989; Lehn and Poulsen, 1989; Maupin et 
al., 1984; Kieschnick 1998; Weir et al., 2005a). Alternatively 
it looks at the impact of PTPs on the share price, (e.g. 
DeAngelo et al, 1984; Frankfurter and Gunay, 1992; 
Torabzadeh and Bertin, 1987). 

6 Their discussion stresses the importance of the threat of 
hostile takeover but does not indicate the composition of their 
control sample of acquired firms in terms of the proportions of 
hostile or non-hostile acquisitions. 
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and Mayer, 1996; Dahya and Powell, 1999; Kini et 
al., 2004) suggests that the threat of hostile acqui- 
sition would provide the impetus to return some of 
the residual claims to other shareholders. This sug- 
gests that in general, PTPs are more likely to be as- 


sociated with a disciplinary hostile takeover threat 


than are traditional acquisitions of listed corpora- 
tions. 

Firms involved in PTP transactions have tradi- 
tionally been argued to have characteristics associ- 
ated with incentive misalignment and poor 
monitoring prior to the decision to go private and 
so will have incurred higher agency costs than tra- 
ditional acquisitions of listed corporations (Jensen, 
1986). Firms going private are expected to be in 
mature, low growth sectors with high free cash 
flow, with the PTP transaction enabling the return 
of some of the free cash flow to shareholders as a 
result of improved governance and incentive re- 
alignment post-buy-out. Traditional acquisitions 
of listed corporations are less likely to exhibit 
these characteristics because if they did, there 
would have been pressure to take the firms private. 
Corporate acquirers may be able to obtain synergy 
benefits from acquiring low growth firms but may 
find firms with low growth prospects are less at- 
tractive. 

The US evidence regarding the extent of free 
cash flow in PTPs is, however, mixed. Lehn and 
Poulsen (1989) find that firms going private had 
higher free cash flows than firms that remained 
quoted. Other evidence suggests that free cash 
flow has no impact on the decision to go private 
(Opler and Titman, 1993; Halpern et al., 1999) and 
there is no evidence that other takeovers in gener- 
al have high free cash flows (Morck et al.,1988; 
Powell, 1997). Similarly, the US evidence on the 
growth of PTPs relative to other acquisitions is 
again mixed, with Lehn and Poulsen (1989) sup- 
porting this argument while other studies using 
different measures find that firms going private did 
not have poorer growth prospects than firms re- 
maining public (Opler and Titman, 1993; Halpern 
et al., 1999). | 

However, agency costs associated with high free 
cash flows and low growth prospects may induce 
the threat of a hostile, disciplinary takeover which 
substitutes for weak governance and poor incen- 
tive alignment (Jensen, 1986; Lehn and Poulsen, 
1989). The first wave of PTPs in the US was sub- 
jected to more takeover speculation in the financial 
press than firms that remained public (Lehn and 
Poulsen, 1989). In addition, Halpern et al. (1999) 
report that firms involved in PTPs were more like- 
ly to experience takeover speculation than tradi- 
tional acquisitions of listed corporations. If PTPs 
did exhibit the characteristics of poor growth 
prospects, high free cash flows, poor stock market 
performance and low board ownership, they would 
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be susceptible to a disciplinary, outside bid. 

The argument that going private is a response to 
the threat of hostile takeover also has implications 
for the governance structures of firms since it im- 
plies that the threat is a substitute for non-optimal 
boards. In the UK, the 1998 Combined Code’ 
identified significant non-executive director repre- 
sentation as a means of bringing effective moni- 
toring to ensure that policies consistent with 
shareholder objectives are followed by the board. 
Given the Combined Code’s emphasis on a mean- 
ingful non-executive director presence, we would 
expect firms going private to have fewer non-ex- 
ecutive directors than firms subject to traditional 
acquisitions by existing listed corporations. 

The above discussion gives the following hy- 
potheses in terms of distinguishing between PTPs 
and traditional acquisitions of listed corporations 
where PTPs are being driven by the incentive re- 
alignment model. Firms going private are more 
likely than traditional acquisitions of listed corpo- 
rations to have: lower growth prospects (hypothe- 
sis H1a); higher free cash flows (hypothesis H1b); 
ineffective internal board governance structures 
(hypothesis H1c); lower board ownership (hypoth- 
esis Hid); lower valuation (hypothesis Hle); and 
greater takeover speculation (hypothesis H1f). 


2.2. Non-disciplinary takeovers and 
complementarity 

There has been growing awareness of the impact 
of effective internal governance mechanisms as a 
result of a number of reports (Cadbury, 1992; 
Greenbury 1995: Hampel, 1998). The increased 
effectiveness of internal governance mechanisms 
has happened during the same period as the de- 
cline in hostile takeovers. As internal governance 
improves, it becomes more difficult for managers 
to protect their own interests by rejecting a bid, 
hence the reduction in hostile takeovers. In the 
UK, significant adoption of the recommendations 
made by the 1998 Combined Code (Peasnell et al. 
2003; Dahya et al. 2002) has coincided with the in- 
crease in friendly takeovers. This suggests that the 
market for corporate control and internal gover- 
nance mechanisms are complements rather than 
substitutes. 


7 The Combined Code has had a number of revisions, for 
example, 2006 (Combined Code, 2006). The study deals with 
a period in which the original 1998 Combined Code was ap- 
plicable. 

5 UK quoted companies have been adopting the internal 
governance structures recommended in the 1998 Combined 
Code (Peasnell, et al., 2003; Dahya et al., 2002), particularly 
with the appointment of additional non-executive directors 
and in reducing the incidence of duality. There is no legal re- 
quirement to adopt these structures but companies must in- 
clude a governance statement in their accounts detailing how 
far they have implemented the Combined Code of Best 
Practice. 
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In addition, Franks and Mayer (1996) and Kini 
et al. (2004) both argue that we can no longer view 
hostile takeovers as disciplinary (as proposed in 
Morck et al. (1988), for example) because there is 
no evidence that hostile targets and non-hostile tar- 
gets perform differently. For example, there is ev- 
idence that friendly targets are not poor 
performers, (Morck et al., 1988; Franks and 
Mayer, 1996; Powell, 1997; Weir, 1997; North, 
2001). Thus Franks and Mayer (1996) conclude 
that bid hostility is now a consequence of dis- 
agreement about the terms of the deal arising from 
valuation differences rather than a disciplinary 
mechanism. Kini et al. (2004), who study a period 
in the US during which the incidence of hostile 
takeovers was lower, argue that the traditional con- 
cept of hostility no longer applies because the dis- 
ciplinary role of the market for corporate control 
has been replaced by anti-takeover defences and 
the growing importance of internal corporate gov- 
ernance mechanisms. The use of anti-takeover 
mechanisms is much less common in the UK 
(Sudarsanam, 2003). Accordingly, in the UK con- 
text, we emphasise internal governance as a com- 
plement to the decline in hostile takeovers given 
that the decline happened at the same time as the 
improvement in internal governance mechanisms. 


(a) Internal governance mechanisms 

In the UK, the 1998 Combined Code on 
Corporate Governance identified two key internal 
mechanisms for controlling managerial discre- 
tion.® First, as noted earlier, significant non- 
executive director representation (Fama, 1980; 
Rosenstein and Wyatt, 1990; Cadbury, 1992) 
brings the necessary objectivity, skills and experi- 
ence that enable effective monitoring to ensure 
that policies consistent with shareholder objectives 
are followed by the board. The 1998 Combined 
Code recommended that boards should have at 
least one third non-executive directors (the 1992 
Cadbury Code of Best Practice recommended at 
least three non-executive directors, a number not 
changed in the Combined Code). Dahya et al. 
(2002) show that in the post-Cadbury Code of Best 
Practice period, the resultant increase in non-exec- 
utive directors appears to have made the removal 
of a poorly performing CEO more likely. 

The second important governance mechanism 
identified in the Combined Code relates to duality, 
the situation where one person takes on the posts 
of both chairman and CEO. The Combined Code 
takes the view that, unless the company is small, 
duality is undesirable given the degree of control 
and influence that it gives to one person in the de- 
cision-making process. 

The influence of duality on performance and the 
takeover process is not, however, simple. For ex- 
ample, contrary to expectations, Boyd (1995), 
using US data, finds that duality improved per- 
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formance. Further, UK studies by Vafeas and 
Theodorou (1998) and Weir et al. (2002) report that 
it had no adverse effect on performance. In the US, 
Shivdasani (1993) finds that duality reduced the 
probability of a hostile bid. In the UK, O'Sullivan 
and Wong (1999) find an insignificant relationship 
between the presence of duality and the likelihood 
of becoming a hostile target. Duality may also be a 
signal of strong leadership (Baliga et al., 1996). 

The development of corporate governance codes 
will lead to a convergence of internal governance 
mechanisms, especially where adoption is high, 
(Ezzamel and Watson, 2005). Thus, the predomi- 
nance of non-disciplinary takeovers suggests that 
PTPs and traditional takeovers of listed corpora- 
tions by existing corporate groups are likely to 
have similar board characteristics. 


(b) Management undervaluation perceptions 

As noted earlier, Franks and Mayer (1996) and 
Kini et al. (2004) argue that the rejection of an ini- 
tial hostile bid approach is now a function of the 
disagreement about a bid's terms arising from val- 
uation differences. In the absence of hostile 
takeovers, valuation differences are not discipli- 
nary in nature but result from management having 
private, inside information. There is some evi- 
dence that PTPs are undervalued relative to firms 
that remain public. Weir et al. (2005b) distinguish 
between perceived and objective undervaluation. 
They find, in respect of the former, that PTPs ex- 
perience a decline in share price relative to firms 
that remain public. This suggests that the man- 
agers had some private information that led them 
to value the company differently from the market. 
If the market does not value this information, in- 
cumbent management may see listing costs as an 
unnecessary burden. The management of tradition- 
al acquisitions of listed corporations would not 
have had such a different valuation otherwise they 
would have set in motion a PTP. We therefore ex- 
pect that PTPs will be undervalued relative to tra- 
ditional acquisitions of listed corporations. 


(c) Insider ownership 

Board ownership is likely to be higher in firms 
going private than in traditional acquisitions of 
listed corporations. Specifically with respect to 
PTPs, Halpern et al. (1999) report that firms in- 
volved in LBOs have significantly higher manage- 
ral share ownership than those involved in 
traditional acquisitions of listed corporations. 
Where founders remain in position in listed corpo- 
rations, a desire for independence to realise their 
growth objectives may lead them to resist becom- 
ing part of a larger group. If they have retained a 
significant share of equity they may be able to re- 
sist pressure for takeover by another corporation. 
Potential acquirers may be dissuaded from pur- 
chasing such businesses because of the potential 
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problems in integrating dominant founders. In 
contrast, these businesses may be attractive PTP 
candidates as the private equity firms funding 
them are likely to seek to support good entrepre- 
neurial management and also have the specialist 
expertise and contractual mechanisms to monitor 
them (Sahlman, 1990; Wright and Robbie, 1998). 
As a result, we hypothesise in general that firms 
going private are expected to have higher internal 
shareholdings than traditional acquisitions of list- 
ed corporations. 

The above discussion leads to the following hy- 
potheses for distinguishing between PTPs and tra- 
ditional acquisitions of listed corporations in a 
non-disciplinary perspective. Compared to tradi- 
tional acquisitions of listed corporations, PTPs are: 
not more likely to have lower growth prospects 
(hypothesis H2a); not more likely to have higher 
free cash flows (hypothesis H2b); not more likely 
to exhibit poorer board governance structures (hy- 
pothesis H2c); more likely to have higher board 
ownership (hypothesis H2d); more likely to expe- 
rience undervaluation (hypothesis H2e); and not 
more likely to experience more takeover specula- 
tion (hypothesis H2f). 


3. Data and research design 


3.1. Sample 

The sample consists of 354 UK quoted acquisi- 
tions. Of these, 96 were public-to-private transac- 
tions and 258 were other publicly quoted 
companies that were acquired during the period 
1998 to 2000. To be included, acquired companies 
have to have complete financial and governance 
data available. We exclude acquisitions of compa- 
nies in the financial services sector. Firms in this 
sector have non-standard accounts and cannot be 
compared to firms in the other sectors. They are 
also subject to external scrutiny by the Financial 
Services Authority which means that the usual 
governance-agency issues may not apply. Over the 
period there were 500 acquisitions of UK public 
companies. Of these, 100 were in the financial 
services sector and 46 had missing or incomplete 
data. This gives the final sample of 354. 

The PTP and acquisitions data were collected 
from a number of sources. First, we used data from 
Acquisitions Monthly, which publishes information 
on acquisition activity in the UK. Second, data on 
the public-to-private transactions were supplied by 
the Centre for Management Buyout Research, 
which is based at the University of Nottingham, 
and the Financial Times Intelligence Service. 
Financial information used to calculate sales 
growth, free cash flow and capital expenditure was 
taken from Extel Primark Company Analysis, 
which provides accounting and financial data on 
UK quoted companies. The figures used were taken 
from the last accounts published prior to the acqui- 
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sition. Thus, if the acquisition occurred in 1998, the 
data refer to the accounts published in 1997. The 
corporate governance and shareholding data were 
taken from the PricewaterhouseCoopers Corporate 
Register (1998, 1999, 2000, and 2001) which pro- 
vides information on internally held shareholdings 
and external shareholdings in excess of three per- 
cent. It also gives details of board structure. 
Ownership and board structure data also refer to 
the year prior to the year of takeover. Information 
on takeover rumours came from FT Intelligence, 
which provides newspaper text reports. 


3.2. Variable definition 
The variables used in the analysis are defined as 
follows: 


Dependent variable 

Y is a binary dependent variable. It takes the 
value one if the acquisition was a PTP and zero if 
a company was acquired by other means. 


Independent variables 

PIND is the percentage of independent non-ex- 
ecutive directors on the board. To be defined as in- 
dependent, a non-executive director must not have 
previously been an executive director of the com- 
pany or an advisor to the company. Also excluded 
are directors that are related to executive directors 
or who work for firms with large shareholdings. 

NX3 is a binary variable that takes the value one 
if a company has at least three non-executive direc- 
tors, at least two of which are independent, and zero 
otherwise. This is an alternative measure consistent 
with the 1998 Combined Code of Best Practice. 

DUALITY is a binary variable. It is equal to one 
if the posts of CEO and chairman are held by the 
same person and zero if they are not. 

CODE is a binary variable that measures the ex- 
tent to which companies have adopted the Code’s 
two key board structures. It has the value one if a 
company splits the posts of CEO and chairman and 
has at least three non-executive directors, two of 
whom are independent, and zero if not. 

FCF measures a company’s free cash flow. It is 
defined as the percentage of operating cash flow 
minus interest, taxes and dividends divided by 
sales in the period relating to the last accounts pub- 
lished prior to the acquisition. 


? We would like to thank Professor Sudi Sudarsanam for 
this suggestion. 

10 Previous studies have generally used managerial owner- 
ship. Where the extent of shareholdings has been distin- 
guished between executive and non-executive directors, the 
latter are typically extremely low. For example, O'Sullivan 
and Wong (1998; 1999) find the non-executive shareholdings 
in hostile targets are around 1—1.2596 on average and in 
friendly targets and non-acquired firms are around 1.7—2.896. 
They also find that the size of non-executive shareholdings is 
insignificant in explaining differences between acquired and 
non-acquired firms and between friendly and hostile targets. 
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SALESG measures the company’s growth 
prospects (Lehn and Poulsen, 1989). It is defined 
as the rate of growth of sales over the two years 
prior to being acquired. 

TAKEOVER represents the market for corporate 
control and is defined in two ways: 

(a) RUMOURS is a dummy variable that takes a 
value of one if there had been press coverage of 
bid speculation in the period three months to 15 
months prior to the announcement of either a PTP 
transaction or of being acquired by an existing cor- 
porate group, and zero if not. 

(b) TOINTENSITY measures the extent of 
takeover pressure faced by firms in their sector. It 
is the number of firms taken over in each 
Financial Times Classification category as a per- 
centage of the number of firms in that category? 
This would also capture industry-specific effects 
such as the general market conditions, product life 
cycle effects and technological effects. 

BRDSH is the percentage of issued capital 
owned by the whole board.' 

BRDSH2 is the percentage of issued capital 
owned by the board deflated by total assets. 

VALUE is a measure of the perceived underval- 
uation of the acquired firm. Based on Weir et al. 
(2005b), it is defined as the market capitalisation 
in the year prior to acquisition deflated by the mar- 
ket capitalisation in the previous year, which rep- 
resents a benchmark year. 


Control variables 

High capital expenditure is indicative of the use 
of funds on projects that will produce negative net 
present values (Halpern et al., 1999), because it 
suggests managerial discretionary behaviour. 
However, as Long and Ravenscraft (1993) and 
Lichtenberg and Siegel (1990) argue, lower capital 
expenditure will increase the ability of going pri- 
vate firms to service the increased post-PTP debt. 
Hence we introduce the control variable, CAPEX, 
which measures net capital expenditure. It is de- 
fined as spending on new buildings, property and 
equipment minus depreciation, divided by the 
book value of total assets expressed as a percent- 
age. We also control for size and industry (North, 
2001). Size is LNTA, the natural log of total assets. 

Industry effects influence takeover activity 
(Mitchell and Mulherin, 1996). These were initial- 
ly going to be measured by industry dummies. 
However, the small number of PTPs in certain sec- 
tors created a singular matrix. To overcome this 
problem, significant numbers of sectors would 
have had to be omitted from the regressions. For 
example in Table 3, 30% of the sector classifica- 
tions would have had to be omitted. In Table 4, 
35% of the high board shareholdings sectors 
would have had to be omitted and 4096 from the 
low board shareholding sectors. It was concluded 
that the loss of so many sectors would have cast 
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doubt on the results, so industry effects are meas- 
ured by takeover pressure in the firm’s sector. Thus 
TOINTENSITY was also used to measure industry 
effects because a significantly higher, or lower, 
value will indicate industry differences. 


3.3 Methodology 

Given the binary dependent variable, the analy- 
sis was undertaken using logistic regression. In lo- 
gistic regression, the probability of a firm being 
involved in a PTP, P., is the expected value that a 
firm is involved in a PTP given the values of the 
explanatory variables X; 


P, = Ely, = 1|X,) 
z I 
I+ e” 





Where E is the expected value, y,=1 is a firm going 
private and X, is an N x k matrix of independent 
explanatory variables. 

We report the logit coefficients for y, 

The general model estimated is: 


y, = B, + B,SALESG, + B ECF, + B,PIND, + B,DUALITY, 
- B,BRDSH, + B,VALUE, + B,RUMOURS, + B,LNTA, 
+ B,CAPEX, 


(1) 


Other model specifications analysed included 
the variables: 


B, TOINTENSITY,, B NX3, B,,CODE, 


Given the first set of hypotheses discussed 


Table 1 
Summary of hypotheses and expected directions of relationships 


Panel A: Disciplinary perspective 
Coefficient Expectation Explanation 
B, Negative 
Positive 
Negative 
Hic) 
Positive 
Negative 
Negative 
(hypothesis Hle) 
Positive 
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above, we expect the following for the disciplinary 
and substitutability perspective — 


B, < 0,8, > 0,B, «0,8, > 0,8, < 0,8, <0, 
B,»08,208,«0,8, <0 


B, and B, are not specified a priori as they are 
control variables. 

Thus it is hypothesised that PTPs are more like- 
ly to have lower growth (SALESG), higher free 
cash flows (FCF), fewer independent non-execu- 
tive directors (PIND and NX3), a greater incidence 
of duality (DUALITY), lower board ownership 
(BRDSH), lower market valuation (VALUE) and 
be more likely to experience takeover speculation 
(RUMOURS and TOINTENSITY) than other tra- 
ditional acquisitions. No sign is specified for size 
(LNTA) or for capital expenditure (CAPEX). We 
also expect that PTPs are less likely to comply 
with the Combined Code (CODE). The expected 
signs of the coefficients are explained in Table 1 : 
Panel A. 

For the second set of hypotheses relating to the 
non-disciplinary and complementarity perspec- 
tive, we expect: 


B, = 0, B, SZ 0, B, " 0, B, = 0, B, > 0,8, < 0,8, =0, B, 
= 0, , =0,8,, =0 


B, and B, are not specified a priori as they are 
control variables. 

Thus PTPs are more likely to have higher board 
ownership (BRDSH) and lower valuation 
(VALUE) that other traditional acquisitions. With 


A lower SALESG indicates higher agency costs (hypothesis Hla) 
A greater FCF indicates higher agency costs (hypothesis H1b) 
A greater PIND indicates more effective internal board governance (hypothesis 


DUALITY indicates less effective internal board governance (hypothesis H1c). 
A lower BRDSH indicates a lack of financial incentive effects (hypothesis H1d) 
A lower valuation VALUE indicates poorer stock market performance 


Greater takeover speculation (RUMOURS) indicates more effective external 


governance (hypothesis H1f) 


n.a. 


n.a. 
expenditure 


Positive 
Negative 


Negative 
governance 


LNTA No hypothesised direction as control variable for size of firm 
CAPEX No hypothesised direction as control variable for amount of capital 


TOINTENSITY — an alternative measure to RUMOURS for takeover pressure 
NX3 — an alternative measure to PIND for role of non-executive directors 
CODE — a combined alternative measure to PIND and DUALITY for internal 
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Table 1 
Summary of hypotheses and expected directions of relationships (continued) 


Panel B: Non-disciplinary perspective 
Coefficient Expectation Explanation 
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B, Insignificantly There will be no difference between the SALESG of PTPs and other 
different traditional acquisitions. (hypothesis H2a) 
from zero 
B Insignificantly There will be no difference in the extent of FCF between PTPs and other 
different traditional acquisitions. (hypothesis H2b) 
from zero 
B, Insignificantly There is no difference in the representation of PIND between PTPs and other 
different traditional acquisitions. (hypothesis H2c) 
from zero 
Ba Insignificantly There will be no difference in the incidence of DUALITY between PTPs 
different and other traditional acquisitions. (hypothesis H2c). 
from zero 
B, Positive BRDSH is more likely to be higher in PTPs that in other traditional 
acquisitions. (hypothesis H2d) 
B. Negative Perceived firm valuation VALUR is likely to be lower for PTPs than for other 
traditional acquisitions. (hypothesis H2e) 
B; Insignificantly There will be no difference in the extent of RUMOURS of PTPs and other 
different traditional acquisitions. (hypothesis H2f) 
from zero 
B; n.a. LNTA No hypothesised direction as control variable for size of firm 
Bs n.a. CAPEX No hypothesised direction as control variable for amount of capital 
expenditure 
Ba Insignificantly TOINTENSITY - an alternative measure to RUMOURS for takeover pressure 
different 
from zero 
B, Insignificantly NX3 — an alternative measure to PIND for role of non-executive directors 
different 
from zero 
Bis Insignificantly CODE — a combined alternative measure to PIND and DUALITY for internal 
different governance 
from zero 


Note: SALESG is the percentage change in sales over the two years prior to being acquired. FCF is operating 
cash flow minus interest, taxes and dividend divided by sales. PIND is the percentage of independent non-ex- 
ecutive directors on the board. DUALITY is a dummy variable that has a value of one if the posts of CEO and 
chairman are undertaken by a single person and zero if they are separated. BRDSH is the percentage of issued 
capital owned by the board. VALUE is the market capitalisation at the time of the last published accounts di- 
vided by the market capitalisation the year before. RUMOURS is a dummy variable that takes a value of one 
if there had been press coverage of bid speculation in the period three months to 15 months prior to the an- 
nouncement of either going private or being acquired and zero if not. LNTA is the natural log of total assets. 
CAPEX is the percentage net capital expenditure over total assets. TOINTENSITY is the percentage of firms 
in an industrial sector that were taken over in a particular year. NX3 is a dummy variable that takes the value 
one if a board has at least three non-executive directors of whom at least two are independent and zero if not. 
CODE is a dummy variable that has the value one if a company has at least three non-executive directors, at 
least two of whom are independent, and zero if not. 


n.a. is not applicable. 
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the exception of size, (LNTA) and capital expendi- 
ture (CAPEX) for which no signs are specified, all 
other variables are expected to be insignificant. 
The expected signs of the coefficients are ex- 
plained in Table 1 Panel B. 


4. Empirical results 


4.1. Sample characteristics 

Table 2 reports the sample descriptives and uni- 
variate analysis. In terms of ownership, the mean 
BRDSH is 11.11% with 20% of the sample having 
board shareholdings in excess of 20%. The board 
structure statistics show that 2096 of the sample 
has one person undertaking the dual roles of CEO 
and chairman. Boards have an average of 39% in- 
dependent non-executive directors, above the one 
third recommended in the Combined Code. We 
also find that 62% have at least three non-execu- 
tive directors, of whom at least two were inde- 
pendent. Further, 53% combine no duality with at 
least three non-executive directors and two inde- 
pendent non-executive directors. 

In terms of pressure from the market for corpo- 
rate control (RUMOURS), 31% of firms experi- 
ence press rumours about possible takeover in the 
previous year and an average of 7.75% of firms in 
each sector were taken over (POINTENSITY). 
Average sales growth (SALESG) is 9.2% with 
32% of the sample experiencing falling sales indi- 
cating poor growth prospects. The mean free cash 
flow (FCF) for the sample is 3.8996 with 8496 of 
firms having positive free cash flows. On average, 
the sample valuation measure VALUE is 0.99. 
some 59946 of the sample has valuation measures 
below 0.95, with 5596 below 0.90, which suggests 
that targets in general experience falling market 
valuations prior to acquisition. 

The mean capital expenditure (CAPEX) is 
5.56% with 28% of firms spending in excess of 
10% of the value of their assets on capital projects. 
The mean size of acquired firms (TOTAL AS- 
SETS) is £289.17m. 

Univariate comparison of PTPs and acquired 
firms is undertaken using median, non-parametric 
Mann-Whitney and chi-square tests. We find in- 
significant differences in free cash flow. There is 
also no significant difference in the extent to 
which the two groups experience takeover specu- 
lation. Neither is there any significant difference in 
the takeover intensity in different sectors. We find 
only one PTP is the result of an actual hostile 
takeover (Hillsdown), with another bid being ac- 


!! We also test a different definition of free cash flow. 
Capital expenditure may also represent spending on negative 
net present value projects so we combined free cash flow and 
capital expenditures. The variable was insignificant in all 
equations suggesting that the lack of importance of free cash 
flow is not sensitive to changes in definition. 
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cepted rather than incur a hostile fight (Sears). In 
addition, if we define takeover pressure in terms of 
actual previous unsuccessful bids, only 5% of 
firms going private are specifically reported as re- 
ceiving a failed hostile bid in the previous year. 
This is consistent with Maupin et al. (1984) who 
find that PTPs are predominately friendly. In terms 
of traditional acquisitions of listed corporations, 
again only 596 are actually reported as having had 
a failed hostile bid in the previous year. These fig- 
ures are in line with the low level of hostile 
takeovers in the UK. Press speculation therefore 
suggests a reasonably active market for corporate 
control but the lack of failed bids does not suggest ` 
that going private is a response to fear of takeover 
and an active market for corporate control. There 
is also no significant difference in relation to valu- 
ation. In terms of board structure, we report that 
firms going private have a significantly higher fre- 
quency of duality and fewer non-executive direc- 
tors, although the latter is not significant. 
However, both PTPs and traditional acquisitions of 
listed corporations have more than the recom- 
mended minimum percentage of non-executive di- 
rectors. The NX3 dummy is also insignificant. 
Firms going private have significantly fewer cases 
of adopting both of the 1998 Combined Code's 
recommended board structures. We also find that 
PTPs have significantly higher board sharehold- 
ings than traditional acquisitions of listed corpora- 
tions. Finally, sales growth is also significantly 
lower for PTPs These results therefore indicate 
that we can differentiate between PTPs and tradi- 
tional acquisitions of listed corporations in an en- 
vironment where there is a general absence of 
hostile takeovers. 


4.2. Multivariate results 

Table 3 presents the logistic regression results. À 
number of models are tested. Model 1 shows the 
basic analysis. Model 2 introduces an alternative 
market for corporate control variable, TOINTEN- 
SITY. Models 3 and 4 analyse tbe impact of alter- 
native specifications of the 1998 Combined Code 
of Best Practice using NX3 and CODE, respec- 
tively. 

We find little support for the disciplinary per- 
spective hypotheses. The results show that PTPs 
are more likely to have significantly lower growth 
prospects (SALESG) and more duality than tradi- 
tional acquisitions of listed corporations. There is 
also some evidence of lower valuations. However, 
we find no significant difference in relation to free 
cash flows," the percentage of non-executive di- 
rectors (both measures) being insignificant, 
takeover speculation (both measures) being in- 
significant, or the adoption of the Combined 
Code's recommendations. PTPs are also more 
likely to have significantly higher board share- 
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Table 3 
Logistic regression explaining the differences between PTPs (n=96) and traditional acquisitions of 
listed corporations (n=258) 


| Model 1 Model 2 Model 3 Model 4 
RUMOURS 0.3616 0.3593 0.3470 
(1.29) (1.28) (1.24) 
TOINTENSITY -0.0252 
(0.84) 
PIND -0.0016 -0.0010 
(0.20) (0.12) 
NX3 -0.0704 
(0.24) 
DUALITY 0.5938 0.5322 0.5925 
(1.93)* (1.71)* (1.93)* 
CODE -0.4417 
(1.61) 
FCF 0.0282 0.0108 0.0127 0.0137 
(1.06) (0.92) (1.06) (1.10) 
BRDSH 0.0381 0.0370 0.0381 0.0372 
(423)*** (4.15)*** (427)*** (421)*** 
LNTA 0.0084 0.0273 0.0126 0.0217 
(0.08) (0.27) (0.12) (0.20) 
CAPEX -0.0058 -0.0057 -0.0056 -0.0050 
(0.64) (0.62) (0.62) (0.55) 
VALUE -04112 -0.3995 -04131 -04131 
(1.69)* (1.57) (1.69)* (1.62) 
SALESG -0.0123 -0.0131 -0.0124 -0.0129 
(1.90)* (2.02)** (1.92)* (1.96)** 
Constant -1.2037 -0.9731 -12395 -0.9529 
(1.92)* (1.48) (226)** (1.82)* 
Chi-square 34 76*** 33.83*** 3477*** 33 54e 


Note: t values on parentheses 

*** _ significant at the 1% level; ** — significant at the 5% level; * — significant at the 10% level. 
RUMOURS is a dummy variable that takes a value of one if there had been press coverage of bid speculation 
in the period three months to 15 months prior to the announcement of either going private or being acquired 
and zero if not. TOINTENSITY is the percentage of firms in an industrial sector that were taken over in a par- 
ticular year. PIND is the percentage of independent non-executive directors on the board. NX3 is a dummy 
variable that takes the value one if a board has at Jeast three non-executive directors of which at least two are 
independent and zero if not. DUALITY is a dummy variable that has a value of one if the posts of CEO and 
chairman are undertaken by a single person and zero if they are separated. CODE is a dummy variable that has 
the value one if a company has at least three non-executive directors, at least two of whom are independent, 
and zero if not. FCF is operating cash flow minus interest, taxes and dividend divided by sales. BRDSH is the 
percentage of issued capital owned by the board. LNTA is the natural logarithm of total assets. CAPEX is the 
percentage net capital expenditure over total assets, where total assets current assets plus fixed assets. VALUE 
is the market capitalisation at the time of the last published accounts divided by the market capitalisation the 
year before. SALESG is the percentage change in sales over the two years prior to being acquired. 


Vol. 36 No. 4. 2006 


holdings than traditional acquisitions of listed cor- 
porations. PTPs also have significantly lower val- 
uations (VALUE) than traditional acquisitions of 
listed corporations. All models are significant at 
the 1% level. 

In terms of the non-disciplinary perspective, we 
find that board shareholdings are higher for PTPs 
and valuation is lower, both as hypothesised. We 
find that PTPs are more likely to combine the posts 
of CEO and chairman.'* Although, contrary to ex- 
pectations, we find lower growth prospects, the in- 
significant results for free cash flows, takeover 
speculation, non-executive director representation 
and Combined Code adoption all lend weight to 
the non-disciplinary perspective. The positive co- 
efficient for duality may reflect the fact that firms 
going private tend to be younger and are therefore 
more likely to have founders still in post (Weir et 
al., 2005c). It may, in the Combined Code period, 
with its “comply or explain’ approach, also reflect 
an acceptance by shareholders that internal gover- 
nance mechanisms are appropriate for the compa- 
ny and should not be regarded as a negative 
attribute. Given the increased awareness of corpo- 
rate governance issues, the existence of duality 
may indicate a positive statement by shareholders. 

The results therefore show that we can differen- 
tiate between PTPs and traditional acquisitions of 
listed corporations and that the differences can be 
explained within a perspective in which we see the 
decline of the disciplinary takeover as a substitute 
for ineffective governance. The differences are 
consistent with non-disciplinary acquisitions 
which act as a complement to improving gover- 
nance. 


5. Analysis development 

The analysis was developed in three ways. First, in 
terms of board shareholdings; second in relation to 
differences between MBOs, MBIs and traditional 
acquisitions of listed corporations; and third in 
terms of the actual hostile pressure. The discipli- 
nary perspective argues that it will be difficult to 
replace entrenched management because their 
high insider ownership and voting rights may pro- 
tect them from the threat of takeover (Fama and 
Jensen, 1983). We therefore expect that firms 
going private, that have high board shareholdings, 
will not experience pressure from the threat of 
takeover. We also expect that, consistent with 
Jensen (1986), they will have higher free cash 


12 The results are therefore consistent with studies such as 
Kini et al. (1995) and Weir et al. (2002) that show substi- 
tutability between agency mechanisms. 

13 Morck et al. (1988) use piecewise regression but recog- 
nise that there is an element of trial and error in finding the ap- 
propriate turning point(s). Halpern et al. (1999) use cluster 
analysis to split PTP board shareholdings into high and low 
board ownership. We follow this approach. 
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flows and lower growth opportunities than tradi- 
tional acquisitions of listed corporations. It is also 
maintained that management will bave a financial 
incentive to go private, given their higher share- 
holdings. We find support for this given that the 
mean value of shareholdings for high ownership 
PTPs is £23.2m whereas the mean value for tradi- 
tional acquisitions of listed corporations is £6.67m 
(Z=5.69, p«.001). 

The disciplinary perspective also argues that at 
low levels of inside ownership, inside owners pur- 
sue non-value maximising objectives by consum- 
ing large amounts of perks and/or engaging in 
suboptimal investment behaviour. Therefore, there 
is a misalignment of interests at both low and high 
levels of internal ownership. 

Within a non-disciplinary perspective, we expect 
no evidence of outside takeover pressure for PTPs 
with high board ownership. This is consistent with 
buyers being put off by the possibility of being 
faced with a board that may not be willing to sell. 
We also expect that these PTPs will experience 
lower valuations relative to traditional acquisitions 
of listed corporations. In contrast, firms involved 
in PTPs that have low board shareholdings are un- 
likely to be entrenched and will not be able to so 
easily resist a bid. We would therefore expect that 
there will be no significant difference between 
these firms and traditional acquisitions of listed 
corporations, since both are targets that involve 
outside management buying into the firm. 

To analyse the impact of board ownership, firms 
involved in PTPs were split into two clusters, high 
and low board ownership.!? Cluster analysis was 
used to identify groups within data. Firms were in- 
cluded in a particular cluster by minimising each 
firm's Euclidean, or straight line, distance from the 
cluster's mean. 

The PTP low board shareholding cluster has a 
mean of 6.4696 and the high ownership cluster a 
mean of 44.5496. The difference is significant at 
1% indicating that PTPs can be split into two 
groups according to board shareholding (Z equals 
5.93 and p«.000). The high board cluster includes 
PTP board shareholdings greater than or equal to 
27.5% with the low shareholding group being less 
than 27.5%.The low ownership cluster includes 69 
PTPs and the high ownership cluster has 27 PTPs. 

Table 4 presents the logistic regression results 
for both of the board shareholdings sub-samples. 
As in Halpern et al. (1999), each PTP cluster is re- 
gressed against all traditional acquisitions of listed 
corporations. We find that firms going private that 
are in the large cluster are smaller than the tradi- 
tional acquisitions of listed corporations (Mann 
Whitney Z=1.95, p=0.05). Given that smaller 
firms are likely to have higher board ownership 
(Mikkelson and Partch, 1989); Song and Walkling, 
1993), we deflate board ownership by total assets 


302 ACCOUNTING AND BUSINESS RESEARCH 


Table 4 
Impact of shareholdings on the probability of differentiating between PTPs and traditional 
acquisitions of listed corporations. 


[High board shareholdings, PTP n=27; low board shareholdings, PTP n=69. In both cases other traditional 
acquisitions of listed corporations n=258]. 


High board shareholdings Low board shareholdings 
Model 5 Model 6 Model 7 Model 8 Model 9 Model 10 
RUMOURS 0.3137 0.3445 0.3764 0.1556 0.1558 0.1550 
(0.60) (0.66) (0.73) (0.52) (0.52) (0.52) 
PIND 0.0293 0.0023 
(1.63) | (0.25) 
NX3 —1.0371 -0.0799 
(2.10)** (0.26) 
DUALITY 1.2829 0.3467 0.3472 
(2.62)*** (0.99) (1.00) 
CODE —1.7348 -0.3570 
(3.26)*** (1.27) 
FCF 0.0434 0.0479 0.0490 0.0029 0.0029 0.0030 
(1.79)*. (1.94)* (1.96)** (0.23) (023) (0.23) 
VALUE —0.8078 —0.8893 —0.8391 -0.1817 -0.1783 -0.1857 
(1.44) (1.54) (1.48) (0.62) (0.61) (0.63) 
BRDSH2 0.3531 0.3614 0.3649 -0.1718 —0.1748 -().1939 
(3.62)*** (3.78)*** (3.87)*** (0.99) (0.99) (1.09) 
SALESG —0.0215 —0.0268 —0.0287 —0.0039 -0.0039 -0.0040 
. (1.67)* (2.00)** (2.10)** (0.70) (0.70) (0.69) 
CAPEX 0.0165 0.0227 0.0220 -0.0102 -0.09099 -0.0098 
(0.81) (1.13) (1.11) (1.14) (1.12) (1.10) 
Constant —1.7236 —20144 —1.5293 —].0279 —1.0720 -0.8464 
(2.08)** (2.96)*** (2.56)** (1.95)* (2.65)*** (2.31)** 
Chi-square 35 57*** 37 39*** 23.76*** 7.61 7.61 8.06 


Note: t values in parentheses 

*** _ significant at the 1% level; ** — significant at the 5% level; * — significant at the 10% level 
RUMOURS is a dummy variable that takes a value of one if there had been press coverage of bid speculation 
in the period three months to 15 months prior to the announcement of either going private or being acquired 
and zero if not. PIND is the percentage of independent non-executive directors on the board. NX3 is a dummy 
variable that takes the value one if a board has at least three non-executive directors of whom at least two are 
independent and zero if not. DUALITY is a dummy variable that has a value if one of the posts of CEO and 
chairman are undertaken by a single person and zero if they are separated. CODE is a dummy variable that has 
the value one if a company has at least three non-executive directors, at least two of whom are independent, 
and zero if not. FCF is operating cash flow minus interest, taxes and dividend divided by sales. VALUE is the 
market capitalisation at the time of the last published accounts divided by the market capitalisation the year be- 
fore. BRDSH2 is the percentage of issued capital owned by the board deflated by total assets. SALESG is the 
percentage change in sales over the two years prior to being acquired. CAPEX is the percentage net capital ex- 
penditure over total assets, defined as current assets plus fixed assets. 
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to take account of potential size effects (variable 
BRD5SH2). 

Splitting the sample into high and low owner- 
ship PTPs reveals significant differences between 
the PTP subgroups and traditional acquisitions of 
listed corporations. High board ownership PTPs 
have significantly higher board ownership concen- 
tration, higher free cash flows and lower growth 
prospects. As expected, we find no evidence of 
pressure from outside bidders for high board own- 
ership firms going private. There is evidence that 
duality is more common and that PTPs are less 
likely to have at least three non-executive direc- 
tors, two of whom are independent. The negative 
CODE variable also shows that PTPs are less like- 
ly to have adopted the recommended board struc- 
tures as laid down in the 1998 Combined Code. 

However, the average number of independent 
non-executive directors for high board ownership 
PTPs is 2.03, which is at the level recommended in 
the 1998 Combined Code. The key factor in the 
governance structure is that 44% of high board 
ownership PTPs have duality whereas only 14% of 
traditional acquisitions of listed corporations have 
it. The extent to which this is undesirable, howev- 
er, is not clear given that Hampel (1998) recognis- 
es that duality may be appropriate for small firms. 
High board ownership PTPs are smaller than tradi- 
tional acquisitions of listed corporations so that the 
results do not suggest poor governance, merely 
different governance structures. Given that 25 out 
of 27 (93%) PTPs in the high board shareholding 
group are management buy-outs (MBOs), the re- 
sults suggest that going private is driven by man- 
agement that has a different perspective on the 
advantages of remaining public.'* 

As expected, the low board shareholdings PTPs 
exhibit no significant differences relative to tradi- 
tional acquisitions of listed corporations. Given 
the involvement of outside buyers, and the lack of 
hostility, there is no reason to differentiate between 
the choice of targets. What is not clear is why 
some firms went private and others did not. There 
are, however, a number of possibilities. First, the 
buyer is a private company, for example Philip 
Green's purchase of Sears. Second, the specialist 
knowledge of a venture capitalist may make cer- 
tain firms more attractive. Third, the amount of 
funding required is small enough to make venture 
capitalists interested. 

The second development relates to the fact that 
so many of the high board shareholding cluster 
were MBOs, which raises the issue of whether or 
not there are separate identifiable sub groups even 
within PTPs. This was analysed by means of 
multinomial logistic regression which allows us to 


^ The regressions were run using just the 25 management 
buy-outs. The results were similar to those discussed above. 
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separate data into more than two categories. In this 
case there are three choices - MBO, MBI and tra- 
ditional acquisitions of listed corporations. 


Greene (1997) shows 
e 
1+ Y exp(B,X,) 


where Pr is probability, i is the i? firm and j is the 
j? outcome and k is number of outcomes, which in 
our case are MBO, MBI or traditional acquisitions 
of listed corporations. X, is the matrix of explana- 
tory variables. Therefore, the model measures the 
probability (P;) that a firm will belong to outcome 
j, an MBO or MBI, rather than a traditionally ac- 
quired firm, given characteristics X,. The reference 
group comprised traditionally acquired firms in 
both cases so that the regressions produce two sets 
of coefficients, the first referring to MBOs relative 
to traditional acquisitions of listed corporations 
and the second to MBIs relative to traditional ac- 
quisitions of listed corporations. To overcome the 
problem of indeterminacy, the normalisation Be 
is used (Greene, 1997). The multinomial logistic 
results are given in Table 5. We only report the 
MBO-traditional acquisitions of listed corpora- 
tions results because the period under study was 
one in which non-hostile acquisitions were the 
norm. Given that MBls involve external buyers, 
we expect them to exhibit the characteristics asso- 
ciated with a friendly takeover, relative to tradi- 
tional acquisitions of listed corporations. In this 
case, we would not expect any differences be- 
tween MBIs and traditional acquisitions of listed 
corporations. The results support this. All variables 
and equations for MBIs were insignificant and 
hence are not reported. 

Table 5 shows that MBOs are more likely to 
have significantly higher board shareholdings than 
traditional acquisitions of listed corporations. The 
shareholding result is consistent with that in Table 
3 given that MBOs dominate the PTP sample and 
tend to exhibit higher board shareholdings than 
MBls (22.02% and 7.78% respectively, z=4.09, 
p=0.01). MBOs also have fewer non-executive di- 
rectors. However, MBOs do have an average of 
32.5% non-executive directors on their boards, 
which shows that they are not out of step with the 
recommended one-third of the 1998 Combined 
Code. However, MBOs are more likely to have the 
same person acting as CEO and chairman and the 
negative CODE variable shows that they are less 
likely to adopt both recommended board struc- 
tures. It is also found that MBOs are not more like- 
ly to experience takeover rumours than traditional 
acquisitions of listed corporations. Nor are they 
undervalued, have higher free cash flows or expe- 
rience lower growth relative to traditional acquisi- 
tions of listed corporations. 
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Table 5 
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Multinomial logistic regression explaining the differences between MBOs (n=62) and traditional 


acquisitions of listed corporations (n=258) 


Model 12 Model 13 Model 14 Model 15 
RUMOURS 0.3115 0.2909 0.2793 0.4374 
(0.96) (0.90) (0.87) (1.32) 
PIND -0.0230 -0.0222 
(2.40)** (2.34)** 
NX3 -0.5726 
(1.85)* 
DUALITY 0.7150 0.6736 0.6559 
(2.10)** (1.99)** (1.92)* 
CODE -0.8996 
(2.94)*** 
FCF 0.0125 0.0132 0.0146 0.0098 
(0.86) (0.91) (0.99) (0.66) 
VALUE -0.3787 -0.3782 -0.3591 0.3403 
(1.30) (1.32) (1.21) (1.14) 
BRDSH2 0.1560 0.1664 0.1704 
(1.98) ** (2.14)** (2.22)** 
CAPEX -0.0107 -0.0073 0.0068 -0.0120 
(1.06) (0.72) (0.67) (1.18) 
SALESG -0.0087 -00111 -0.0118 -0.0085 
(1.16) (1.43) (1.49) (1.18) 
Constant -0.5410 ~1.0686 -0.8046 -0.8155 
(1.07) Q 74y*** (224)** (1.55) 
Chi-square 21.51*** 19.32** 18.32** 29 21*** 


Note: t values on parentheses 

*** _ significant at the 1% level; ** — significant at the 5% level; * — significant at the 10% level. 
RUMOURS is a dummy variable that takes a value of one if there had been press coverage of bid speculation 
in the period three months to15 months prior to the announcement of either going private or being acquired and 
zero if not. PIND is the percentage of independent non-executive directors on the board. NX3 1s a dummy vari- 
able that takes the value one if a board has at least three non-executive directors of whom at least two are in- 
dependent and zero if not. DUALITY is a dummy variable that has a value if one of the posts of CEO and 
chairman are undertaken by a single person and zero if they are separated. CODE is a dummy variable that has 
the value one if a company has at least three non-executive directors, at least two of whom are independent, 
and zero if not. FCF is operating cash flow minus interest, taxes and dividend divided by sales. VALUE is the 
market capitalisation at the time of the last published accounts divided by the market capitalisation the year be- 
fore. BRDSH2 is the percentage of issued capital owned by the board deflated by total assets. SALESG is the 
percentage change in sales over the two years prior to being acquired. CAPEX is the percentage net capital ex- 
penditure over total assets, defined as current assets plus fixed assets. 
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These results suggest that MBO managers have 
inside information that is not known to the market 
and that they believe that the market’s long-term 
view of the company is incorrect. This is consis- 
tent with anecdotal statements by private equity 
financiers of public-to-private MBOs (CMBOR, 
1999). Therefore, there is an incentive to buy out 
the company and to remain in charge of it rather 
than let the market continue to undervalue it, as 
perceived by the management. 

The third development relates to the way in 
which pressure from the market for corporate con- 
tro] is measured. The speculation variable refers to 
the reporting of press takeover speculation. 
However, press rumours tend to be vague and non- 
specific and merely state that there is speculation 
about a bid. Usually there is little concrete infor- 
mation about, for example, the identity of the po- 
tential bidder. It may be that the rumours relate to 
a possible MBO rather than an outside, hostile 
buyer. Therefore to address that point, a new vari- 
able was generated which had the value one if 
there had been a failed hostile bid during the pre- 
vious year and zero if there had not. It was run for 
all the models in Tables 2, 3 and 4 and was in- 
significant in all of them. Thus, there was no sig- 
nificant hostile pressure for PTPs in general, or for 
each of the subsets of MBOs and MBIs, which 
provides further support for the non-disciplinary 
perspective providing a suitable means within 
which to analyse takeover activity. 


6. Conclusions 

This paper has explored the governance and other 
characteristics of acquired quoted firms during a pe- 
riod in which the vast majority of publicly quoted 
acquisitions were non-hostile and where there had 
been developments in internal governance. Given 
that PTPs are regarded as a response to a hostile 
takeover threat, and the late 1990s witnessed the 
growth of non-hostile takeovers, we developed a 
first set of propositions (Hla to HIf) relating to 
expected differences between PTPs and traditional 
acquisitions of listed corporations by existing cor- 
porate groups from a disciplinary perspective where 
the external takeover market is expected to substi- 
tute for weaknesses in internal governance. We de- 
veloped a second set of propositions (H2a to H2f), 
concerning the same set of variables, relating to the 
expected differences between PTPs and traditional 
acquisitions of listed corporations by existing cor- 
porate groups. These propositions were developed 
from a non-disciplinary perspective where the ex- 
ternal takeover market is expected to complement 


15 We argued earlier that duality may be regarded positively 
in an age of greater corporate governance awareness. In addi- 
tion, Baliga et al. (1996) argue that duality may signal strong 
leadership. 
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internal governance mechanisms. 

Support for the disciplinary/substitutability per- 
spective comes from the fact that PTPs are more 
likely to have lower growth prospects than tradi- 
tional acquisitions of listed corporations by exist- 
ing corporate groups (hypothesis Hla is supported 
but hypothesis H2a is not supported). In contrast, 
support for the non-disciplinary/complementarity 
perspective was found with PTPs not being more 
likely to have greater free cash flows than tradi- 
tional acquisitions of listed corporations by exist- 
ing corporate groups (Hypothesis H1b is not 
supported but hypothesis H2b is supported). With 
respect to the role of internal governance 
mechanisms, we find support for the non-discipli- 
nary/complementarity perspective as PTPs do not 
have sub-optimal internal corporate governance 
structures in terms of lower proportions of outside 
directors but are more likely to have duality of 
CEO and chairman.? (Hypothesis H1c is not sup- 
ported but hypothesis H2c is supported). The non- 
disciplinary/complementarity perspective is 
further supported as PTPs are more likely to have 
higher board ownership (hypothesis Hid is not 
supported but hypothesis H2d is supported). There 
is mixed support across different model specifica- 
tions for hypotheses Hle and Hie relating to 
whether PTPs are more likely to be undervalued or 
not, and thus no clear support for one perspective 
in preference to the other. With respect to external 
governance, PTPs are not more likely to experi- 
ence takeover speculation or more hostile interest. 
Hence these firms are not under greater discipli- 
nary pressure from the market for corporate 
control, indicating support for the non-discipli- 
nary/complementarity perspective (hypothesis H1f 
is not supported but hypothesis H2f is supported). 
These findings are contrary to the view that hostile 
takeovers substitute for weaknesses in internal 
corporate governance. 

Further insights were gained by separating PTPs 
into high or low board shareholdings and MBOs or 
MBIs. Splitting PTPs into high and low board 
shareholding groups provides evidence that the 
boards in firms going private appear to be en- 
trenched, particularly when board shareholdings 
are high. It was also shown that MBOs have high- 
er board ownership and fewer non-executive di- 
rectors than traditional acquisitions of listed 
corporations. Their non-executive director repre- 
sentation complies with the 1998 Combined Code, 
which indicates that non-executive director repre- 
sentation is not sub-optimal. They have more du- 
ality but given the Combined Code's 'comply or 
explain' basis, duality may not necessarily be un- 
desirable. 

The results offer support for the argument that 
internal governance and the rise in friendly 
takeovers are complementary. The growth in pub- 
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lic-to-private activity in the UK occurred when 
hostile takeovers were rare and where compliance 
with internal governance codes was high. Our 
findings raise the prospect that an important expla- 
nation for going private by MBO is that incumbent 
management possess private information, which 
leads them to believe that the market has an incor- 
rect perspective of the company’s prospects. A 
delisting would therefore enable the management 
to operate in conditions that did not carry with 
them the public perception that the company was a 
poor performer. As hypothesised, MBIs did not 
have different governance and ownership charac- 
teristics and were no different from traditional ac- 
quisitions of listed corporations. This suggests that 
MBIs simply provide an additional form of exter- 
nal acquisition vehicle. 

Our results raise a number of additional research 
questions. First, the extent of CEO and other exec- 
utive director turnover post-PTP may provide ad- 
ditional insights into the desire to avoid public 
monitoring by going private. Second, it may also 
be worth exploring directly whether PTPs take 
place as a result of the regulatory burden of being 
listed. The finding of higher board shareholdings 
in PTPs, together with anecdotal evidence, hints 
that disaffected entrepreneurs who remain in con- 
trol of listed companies de-list them to economise 
on regulatory costs and to implement restructuring 
and growth strategies away from the public gaze. 
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The impact of depreciation-type adjustments 
on the distribution of accounting earnings 


John R. Hillier and Roger J. Willett* 


Abstract —In this paper, experimental, computer simulation methods are used to demonstrate how a depreciation- 
type adjustment influences the distributional form of accounting earnings. The results confirm conjectures that 
eamings distributions generally, with or without depreciation adjustments, tend towards a normal form as a func- 
tion of increasing ‘activity’ levels. They also indicate that depreciation is likely to accelerate the transition towards 
a normal form as activity levels increase and to transform a non-normal form to one that is significantly closer to 
the normal at relatively low activity levels. The impact of the fixed asset ‘impairment’ rules is also investigated. 
The results reported in the paper have implications for standard- -setting, risk analysis and inference using account- 
ing earnings and related numbers, including ratios based upon earnings. 


1. Introduction 

This paper reports the results of a series of compu- 
tational experiments investigating the statistical 
properties of accounting numbers. It uses 
Statistical Activity Cost Theory (SACT) to model 
the impact of the depreciation adjustment on the 
form of the probability distribution of accounting 
earnings. It extends previous work based upon the 
same theory, which shows how the depreciation 
adjustment may reduce the variance of accounting 
earnings (e.g. Lane and Willett, 1997). 

The paper is motivated by both theoretical and 
practical considerations and an interest in the sta- 
tistical properties of accounting numbers. Concern 
has been diverted away from measurement aspects 
of accounting theory in recent years by a focus 
upon disclosure and user-related aspects of ac- 
counting. However, there remain important unan- 
swered questions, relating to the purpose and 
usefulness of depreciation-type adjustments, that 
the approach taken in this paper addresses. This 
has the potential to inform the manner in which ac- 
counting information could be better derived, dis- 
closed and used. 

The results of the experiments reported in this 
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paper demonstrate hitherto unknown properties 
of depreciation-type adjustments. By depreciation- 
type adjustments is meant accounting entries that 
are added to or subtracted from earnings, which 
utilise information about the expected time dura- 
tion and lifetime costs of activities to supplement 
the information provided by accrued transaction 
(invoice) costs. Such adjustments are shown to af- 
fect the shape as well as the dispersion of the sta- 
tistical distribution of accounting earnings. 
Specifically, depreciation-type adjustments that 
use reasonably accurate estimates of lifetimes and 
expected costs improve, more or less dramatically, 
the approximation of the distribution of undepreci- 
ated earnings to the normal distribution. Moreover, 
as the analysis of the impairment provisions 
shows, ignoring new information or incorporating 
changes in depreciation-type calculations in the 
absence of objective data reduces or negates this 
effect. 

The theoretical framework and modelling ap- 
proach demonstrated here could be a useful addi- 
tion to the technical armoury supporting policy 
choices of standard-setters. The assessment of the 
‘quality’ of earnings is a key concern. To what ex- 
tent may a depreciation-type adjustment enhance 
the quality of earnings? It is difficult to see how 
such a question can be adequately answered with- 
out a systematic and rigorous method for evaluat- 
ing the relative merits of alternative earnings 
calculations according to some criteria. The find- 
ings also have implications for the analysis of risk 
in financial reporting and cognate areas such 
as management accounting and auditing. 
Additionally, they have significance for empirical 
work using regression analysis containing earn- 
ings or functions of earnings variables, including 
financial ratios. 

The next section of the paper briefly reviews 
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prior research relevant to the issue at hand. Section 
3 then provides the motivational background to the 
paper. Section 4 discusses the modelling frame- 
work and this is followed by more detail in Section 
5 outlining the method used and the variables ex- 
amined in the computer experiments. After Section 
6 describing the approach to analysing the sam- 
ples, the results of the experiments are presented in 
two parts. Section 7 reports the results on the lim- 
iting form of the earnings distribution. Section 8 
reports the results of experiments concerning the 
distributional form that earnings, whether inclu- 
sive of a depreciation adjustment or not, takes at 
relatively low activity levels. Section 9 extends the 
results to assess the effect on earnings of depreci- 
ation practices recommended by accounting stan- 
dards dealing with the impairment of fixed assets. 
The skewness apparent in earnings at low activity 
levels is also discussed. Section 10 concludes with 
a summary and short discussion of the more gen- 
eral implications of the paper. 


2. Relevant prior research 

The modelling procedure used here is based upon 
an axiomatic theory of accounting measurement 
(Willett, 1987, 1988). This theory implies that ac- 
counting measurement procedures can be concep- 
tually constructed on the basis of a single, key 
concept of an ‘activity cost’. By interpreting activ- 
ity costs as being generated by underlying eco- 
nomic, stochastic processes, this leads to the idea 
of a ‘statistical activity cost’ and to a consideration 
of the general nature of the distributional form of 
earnings (Willett, 1991b). Intuitively, the theory 
underlying statistical activity costs 1s consistent 
with Activity Based Costing (Cooper, 1990) but is 
precise and rigorous in the way it defines the basic 
concepts of activities and costs. It has been con- 
jectured that any accounting number could be 
modelled as a special type of function of random 
sums of random activity costs (Willett, 1991a). It 
is the application of this idea to accounting earn- 
ings that provides the basis for the results reported 
in this paper. 

Based upon some relatively general assumptions 
regarding the nature of underlying economic 
processes, it was conjectured that the undepreciat- 
ed segment of earnings should possess a normal 
form of limit distribution at high levels of activity 
and that the depreciation adjustment had the po- 
tential to reduce the variance of this distribution 
around its long-term mean value (Willett, 
1991b:123-126). This was supported by the first 
simulation experiments using SACT (Willett, 
1991b:127-131) and later confirmed via mathe- 
matical analysis in Lane and Willett (1997). 

The theory and modelling framework described 
by SACT has been applied to a variety of theoret- 
ical problems such as the measurement of market 
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values and goodwill (Hodgson et al., 1993) and the 
Statistical analysis of standard cost variances 
(Booth and Willett, 1996). A review of the theory 
and its applications is contained in Gibbins and 
Willett (1997). A brief but comprehensive report 
on computer experiments investigating these and 
other issues is to be found in Gibbins et al., (1998), 
which in addition contains a basic statement of the 
role of accounting numbers in economic models 
and theories. A more specific commentary on the 
application of the statistical activity cost viewpoint 
of accounting numbers to the economic theory of 
production functions is provided in Willett (1998). 
Some insight into the use of the theory in capital 
market research is given in Biekpe et al., (1998). 
In practice, depreciation-type adjustments of the 
kind studied in this paper can act as an automatic 
earnings-smoothing device. The quantitative sig- 
nificance and policy implications of this property 
were investigated by Hillier and McCrae (1998). 
An application of SACT to the properties of the 
accountant’s matching principle is contained in Su 
(2005) and a general review of statistical ap- 
proaches to accounting, including recent develop- 
ments in SACT, is presented in Falta and Wolff 
(2004). Most recently the theory has been applied 
to modelling asset maintenance costs in Royal 
Australian Navy vessels (e.g. see Colin et al., 
2006). 

One of the original motivational forces behind 
the development of the statistical activity cost in- 
terpretation of the depreciation adjustment was to 
answer the so-called “allocation problem in finan- 
cial accounting’ (Thomas, 1969; 1974) the point of 
SACT being that there is a rational, unequivocal 
statistical basis for choosing whether or not to de- 
preciate and how to depreciate long-term costs. 
Among the most important precursors to statistical 
activity costing are Littleton (1953) for the focus 
on transaction costs, Mattessich (1964) and [jin 
(1965) for their attention to the processes that gen- 
erate the transactions costs and Brief and Owen 
(1970) for identifying the possibility of treating ac- 
counting numbers as statistics. Examples of relat- 
ed viewpoints in the accounting literature are 
aspects of activity based costing (Cooper, 1990) 
and Richardson’s (1994) comments on the inade- 
quacy of point estimates in financial disclosure. 
The underlying and general concern of this litera- 
ture, whether it employs methods based upon 
mathematical analysis, computer experiments, 
archival data analysis, case studies or historical 
and comparative research, is how it is possible to 
gain an improved knowledge of the technical 
measurement aspects of accounting numbers. Such 
knowledge is viewed as a prerequisite to a better 
understanding of their ‘information value’ 
(Milburn, 1994) and ‘decision relevance’ (Gibbins 
and Willett, 1997). 
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3. Motivation 

Basic to the motivation, modelling approach and 
assessment of the results contained in this paper is 
the idea, referred to above, that earnings numbers 
statistically represent underlying economic 
processes or activities in which the firm is en- 
gaged.!? The specific aim is to model the quantita- 
tive influence of depreciation and similar 
adjustments, all of which, in some manner, aver- 
age activity costs over time. The focus is the im- 
pact of the depreciation-type adjustment on the 
shape of the distribution of earnings. This focus re- 
flects theoretical work indicating the potential for 
the depreciation-type adjustment to impact the dis- 
tribution of earnings beyond that of the variance 
parameter demonstrated in Lane and Willett 
(1997). 

The need to account for fixed assets, expendi- 
tures on investments in intangibles (such as re- 
search and development), construction projects 
and other activities spanning multiple periods is a 
long-standing problem in earnings measurement 
theory that has major implications for disclosure 
practice and policy. The interpretation in SACT, 
unlike other approaches taken to accounting meas- 
urement (e.g. Beaver, 1998), is that depreciation- 
type adjustments to earnings are not arbitrary or 
without empirical referents. Rather, these adjust- 
ing calculations are viewed as potential control 
variables, which may be evaluated according to 
the statistical properties they impart to earnings. 
This interpretation of the depreciation-type adjust- 
ment allows the behaviour of earnings numbers to 
be evaluated with respect to their accuracy in rep- 
resenting observable economic events. 

The modelling of earnings numbers reported in 
this paper uses a variety of differing inputs, forms 
of depreciation calculation and levels of underly- 
ing economic parameters. Previous research shows 
that the use of a depreciation adjustment can re- 
duce the variance of earnings in comparison to an 
earnings number arising under identical economic 
circumstances and computed under identical ac- 
counting procedures, excepting for the omission of 
depreciation (Lane and Willett, 1997; Willett, 
1991b). Of equal significance to the variance of 
earnings as an estimator is the question of the in- 
fluence of the depreciation-type adjustment on the 
shape of earnings distributions. A basic question is 


! *Firm' is used generically to denote any economic organi- 
sation which typically discloses a summary earnings or in- 
come number in its financial statements. 

2 ‘Activities’ are precisely defined constructs and modelling 
structures in statistical activity cost theory. See Willett (1988) 
and Gibbins and Willett (1997). 

3 The role of the variance in differentiating earnings distri- 
butions across alternative earnings functions is not considered 
in this paper due to the focus on the distributional form of 
earnings and the need to contain the length of the material. 
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the representativeness of any single earnings num- 
ber. Consider, for instance, the case of sampled 
values of undepreciated earnings (i.e. realised 
earnings, before depreciation, disclosed in a par- 
ticular period's financial statements) concentrating 
around one or more points relatively far from the 
mean. Little confidence could then be placed in 
any given undepreciated earnings number being a 
good indicator of ongoing profitability. This could 
happen even if the variance of the distribution of 
earnings was small — as for instance could be the 
case with certain types of multi-modal distribu- 
tions. The research reported here provides a 
detailed map of the potential for the depreciation- 
type adjustment to impact the reliability of earn- 
ings as a representation of firm performance under 
such circumstances. 

A further matter is the legitimacy of the use of 
standard methods of inference based upon the nor- 
mal distribution. If depreciation-type adjustments 
can transform an otherwise non-normal distribu- 
tion to a near-normal distribution, the adjustment 
has obvious utility from an inferential perspective. 
Such implications bear not only on inferences 
made with earnings numbers themselves but, as al- 
luded to earlier, also on inferences using financial 
ratios in which earnings is a component and, in 
fact, on any inferences made in empirical analysis 
in which earnings play a role. The current model- 
ling significantly clarifies the scope for the use of 
normal inference in earnings-based empirical stud- 
ies. This point is returned to in the last section of 
the paper. 

The broad issue addressed here is, hence, the 
distributional forms of earnings arising from long- 
term activities, i.e. the sum of activity costs and 
depreciation-type adjustments arising via account- 
ing procedures for fixed assets, intangibles, long- 
term contribution-generating projects and other 
activities with duration expected to exceed one ac- 
counting period.? Two aspects of the distributional 
properties of accounting earnings are considered. 
The first aspect, its asymptotic or limiting form as 
the number of activities increases, is likely to be 
primarily of theoretical interest and of significance 
as a benchmark. Here the focus is on the existence 
and nature of convergence (with respect to the 
level of activities) to a limiting form of distribu- 
tion, relative to the use of depreciation in the 
earnings calculation. The second aspect, the non- 
limiting forms of the distribution of earnings, is of 
wider, practical relevance. Here the focus is on the 
nature of the depreciation-induced transformation 
of earnings distributions at low, often more realis- 
tic, levels of activity. This aspect illustrates the po- 
tential of the statistical activity cost interpretation 
of accounting numbers to cast new light on the 
'engineering' implications of constructing com- 
plex accounting numbers. 
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Secondary to the basic question of the influence 
of depreciation is the effect of potential variation 
in the preparer’s inputs of activity cost and dura- 
tion estimates to the calculation of earnings. The 
estimated forms of earnings reported in this paper 
reflect a range of preparer. knowledge about the 
economic circumstances of the firm. The robust- 
ness of the statistical properties of earnings to vari- 
ation in the underlying economic parameters is an 
important consideration in establishing the scope 
for practical application and for the policy impli- 
cations of this research. The experiments described 
later therefore establish a set of basic results using 
a number of different preparer estimates and plau- 
sible variations in economic parameters. 


4. Modelling framework and method 

In the theory described in the previous sections of 
this paper, earnings numbers are viewed as con- 
structs of an underlying database of activities’ 
costs and ‘production relations’. Modelling is 
founded on expressing earnings as an additive 
function of random activity costs, start times and 
durations, taking into account depreciation and 
possibly other forms of provision-type adjust- 
ments. Activity costs, start times and durations are 
associated with probability generating processes 
reflecting a combination of market demand and 
supply conditions and the existing, in-place tech- 
nologies of firms. The depreciation adjustment 
itself is generated by a specified depreciation func- 
tion, with estimated activity costs and durations as 
arguments. 

The Monte Carlo simulation method is used to 
examine the distributional properties of earnings. 
The advantage of this approach, relative to mathe- 
matical analysis, is its ability to investigate the 
often analytically intractable compound probabili- 
ty processes invoked by the SACT framework. 
The modelling environment reflects the require- 
ment to represent a set of activities over an inter- 
val within the indefinite lifetime of a firm. The 
modelling environment employed here is a devel- 
opment of the approach used in Willett (1991b). 
However, important refinements are introduced — 
in particular, a single partitioning regime for ho- 


* A full account of the development and nature of the mod- 
elling environment is provided in Hillier (1999). 

* This is also the genesis of the form used in Lane and 
Willett (1997). 





mogeneous observations and an extended activity 
generating process ensuring stationarity in activity 
levels and other dimensions of the activity set.* 

Two simplifying restrictions are imposed that 
limit the scope of the models. First, modelling is 
conducted at the level of a single class of activi- 
ties. À class is a homogeneous type of activity, 
meaning that for each dimension of cost, start time 
and duration time, across activities of that type, 
values are sampled from identical distributions. 
Since activity costs are additive and by construc- 
tion ‘cover’ all costs and activities in an account- 
ing entity (Willett, 1991a; Hillier, 1999), a single 
class per experiment is not unduly restrictive in 
terms of generality. The main limitation is that the 
activity variables are assumed independent within 
and across activities. Second, the data generating 
processes considered are stationary, a point that is 
explained in the next section. The effect of corre- 
lation of activities’ variables and non-stationarity 
on the results reported in this paper are questions 
left for future research. 


5. Formulation of earnings as a statistical 
function and experimental design 

The earnings formulation is based on Willett 
(1991b:122).° That is accounting earnings for the 
accounting period from t-1 to t are defined as, 


E[t-1,t) - UE[t- 1,t) + DA[t-1,t) (1) 


where UE[+t-1,t) represents the earnings that would 
be computed in the absence of a depreciation ad- 
justment and DA/t-/,t) the adjustments that are 
made for depreciation for the accounting period 
from t-/ to t. These two components of earnings 
are defined in terms of basic mode] variables as: 


kem jzN; 
UEf[-1) - Y Y Cult-1&Sa* Dest (2) 
ke] jol 
and (3), see box above. 
The upper case random variables C5, 5, and Dy 


represent the activity cost, start time x duration 

time respectively of the j'th activity in the k'th ac- 
tivity class. Asterisks denote estimates of the rele- 
vant variables. N£ is the random number of 
activities of class k obeying the condition that the 
activities finished in period /t-1, t) and were thus 
equities at z, as indicated by the superscript e. Ni 
is, in contrast, the random number of activities of 
class k that had begun during /t-/, t) but were still 
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unfinished at t and were thus assets at f, indicated 
by the superscript a. f,(.) is the particular form of 
the depreciation function applied to activities of 
class k in the calculation of earnings. In the dis- 
cussion below, lower case, conditioning variables 

x di, and c, are realised values of the start time, 
e ration time and activity cost of the respective 
random variables. 

The function described by the combined expres- 
sions (2) and (3) reflect accounting measurement 
practices regarding the calculation of earnings as 
follows. Expression (2) consists of the aggregation 
of costs incurred in all the m classes of a firm’s ac- 
tivities, each class k containing j = N£ completed 
activities in a given accounting period. Completed 
activities include long-term activities such as fixed 
assets that have an expected duration in excess of 
one accounting period (D*, > 1). Expression (3) 
describes the depreciation. adjustment (DA) and 
applies only to classes of activity (again indexed 
by k) that are long-term, i.e. D* > J. For all such 
Classes, the first part of the right-hand side of ex- 
pression (3) aggregates depreciation charged in the 
accounting period for the j activities continuing 
beyond the end of the accounting period (j = N9). 
The depreciation charge is a function of elapsed 
time since the beginning of the activity (Au) the 
expected total net cost at activity completion (1:6. 
C* ,, the acquisition cost less residual value) and 
the expected activity duration (i.e. D*.,, the esti- 
mated useful life). The second part ofi the right- 
hand side of expression (3) ‘writes back’ 
accumulated depreciation charged over the entire 
lifetime of the ‘fixed asset’ up to the start of the ac- 
counting period (i = t-/-5.,) on all j = N£ long-term 
activities of class k finishing during the accounting 
period. The effect of (3) is to shift accounting earn- 
ings from one accounting period to another, which 
is what gives depreciation the potential to 
‘smooth’ earnings around long-term profitability. 

The estimated arguments of the depreciation 
function, C*, and D*,, are each modelled over 
three different expectations regimes, reflecting 
three different levels of ability of the accountant to 
estimate residual values and useful lives in calcu- 
lating the depreciation adjustment. These regimes 
are referred to as random expectations, rational ex- 
pectations, and accurate expectations, similar to 
the usage in Willett (1991b).° In the case of ran- 
dom expectations, the accountant is assumed to 
guess rather haphazardly at residual values and 


? The ‘accurate’ expectations regime is equivalent to the 
‘perfect’ expectations regime in that paper. 
7 [n a sequel, the restriction to stationarity is dropped. 
8 Law and Kelton (1991:404—406). 
? Thomas Bayes, proposed the uniform distribution as the 
prior distribution for his famous theorem, and it is sometimes 
justified by Bernoulli's principle of insufficient reason. 
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useful lives so that, for each realised activity, CF, 
and D*, are randomly sampled from the distribu- 
tions Ben DRE C, and D, respectively. In the case 
of rational expectations, the accountant is as- 
sumed to have knowledge of the expected values 
of the distributions generating residual values and 
useful lives and to use these in the calculation of 
depreciation, so that C*, = E(C,) and D*, = 
E(D,). In the case of GE expectations, the ac- 
countant is assumed to have accurate foresight of 
activity residual values and useful lives. Thus in 
that case, C* = cy and D*;, = d,. the actual, re- 
alised values of these two réspective random vari- 
ables. 

The only form of the depreciation function con- 
sidered in this paper is the standard, linear 
(‘straight-line’) depreciation adjustment, which is, 
once the activity begins, 


= C* ID*, lt- Lsa s D*u (4) 


and zero otherwise. This form appears to capture 
most of the benefit, in terms of the reduction of the 
variance of earnings around long-term profitabili- 
ty, from the application of a depreciation adjust- 
ment (see Lane and Willett, 1997). In the body 
of the paper, the references depreciated earnings- 
random, depreciated earnings-rational and depre- 
ciated earnings-accurate are used to denote an 
earnings calculation that includes the component 
DA defined in expression (3) under random, ra- 
tional and accurate expectations regimes respec- 
tively. 

As noted at the end of the last section, in the 
models examined in this paper all economic vari- 
ables are stationary.’ For start times, the homoge- 
neous (stationary) Poisson process is adopted. This 
process is widely employed in modelling constant 
rate arrival processes in queuing theory.? For mod- 
elling activity duration times, the lognormal distri- 
bution is adopted. The lognormal provides ease of 
parameter manipulation and conforms to intuition 
on plausible distributions of duration times. For 
costs (expenses and revenues), the uniform distri- 
bution 1s adopted as the form of the distribution. In 
the absence of empirical evidence, it is difficult to 
justify the particular merits of any distribution 
over others in terms of representativeness of activ- 
ity costs in practice. The uniform distribution rep- 
resents a kind of minimum information scenario 
distribution for costs.? 

The basic experimental design has three dimen- 
sions. The first dimension represents the accoun- 
tant's choice of earnings function. The choices are 
between four versions of earnings — one without 
depreciation (undepreciated earnings), and three 
with a depreciation adjustment added (depreciated 
earnings) across the three alternate expectations 
regimes described above (random, rational and ac- 
curate). Unlike the depreciated forms of earnings, 
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undepreciated earnings consist of just the UE com- 
ponent of expression (2). All four alternative 
earnings calculations are generated in each exper- 
iment from a common set of simulated activity 
costs, start times and duration times. Choice of 
earnings function is the key dimension in the ex- 
periments, the objective being to study its influ- 
ence on the periodic earnings figures reported in 
different accounting periods. 

The second dimension of the experimental de- 
sign reflects the level of activity of the firm's eco- 
nomic processes. The activity level is reflected in 
the mean of the activity start times per accounting 
period or start rate, which plays a role analogous 
to the sample size in the asymptotic analysis of sta- 
tistical theory. The higher the start rate, the greater 
is the number of activities that are either ongoing 
or completed in each accounting period, on aver- 
age. In the models considered here, the different 
means for the distribution of duration times simply 
shift the completion date of activities within the 
experimental time horizon but leave the overall ac- 
tivity level unchanged. Thus, the start rate is over- 
whelmingly the main determinant of the activity 
level. In this context, the start rate may intuitively 
be thought of as being caused by market demand 
factors. Greater demand implies a higher start rate 
for activities. In contrast, the duration time of ac- 
tivities may be thought of as being caused by rela- 
tively stable, longer term supply factors such as 
existing technologies and the availability of mate- 
rials and labour. As will be seen later, the distribu- 
tional form of earnings depends crucially on the 
activity level. 

The third dimension of the experimental design 
is the cost structure parameter. This is represented 
in the experiments reported below by the ratio of 
the means of the activity expenses and revenues 
and is referred to as the cost ratio. Cost ratios are 
selected to reflect varying relative acquisition and 
residual values of different types of asset, for ex- 
ample, tangible fixed assets; expenses and rev- 
enues associated with investments in intangibles; 
and expenses and revenues incurred in long-term 
contracts. 

The central questions regarding the start rate and 
cost ratios, 1.e., the second and third dimensions of 
the experimental design, are their influence on 
convergence in the form of the earnings distribu- 
tion and their role in differentiating the various 
distributions resulting under each expectations 
regime (1.e., the first dimension of the experimen- 
tal design) at realistic activity levels (start rates). 


10 Statements concerning the summary statistics, are indica- 
tive only, i.e. they are not statements regarding statistical sig- 
nificance. See Lewis and Orav (1989:119—124). 

!! Variance statistics are not an explicit focus of the paper 
but their behaviour in the experiments is consistent with re- 
sults reported in previous studies. 


ACCOUNTING AND BUSINESS RESEARCH 


Each experiment reported below is thus identified 
by a unique set of parameter levels or 'specifica- 
tions' across each of the three dimensions. In 
Sections 7 and 8 below, a specification Sx, where 
x is an integer, is an experimental setting defined 
by parameters for the start rate, the distributions 
defining the cost ratio and the distribution generat- 
ing duration times. The output from each specifi- 
cation is 10,000 observations of the value of 
accounting earnings for each of the four expecta- 
tions regimes. 


6. Analyses of samples 

The primary approach to evaluating the distribu- 
tions of earnings samples generated by the experi- 
ments just described is graphical. Two kinds of 
graph are used, a histogram of the frequency of the 
experimentally generated earnings numbers and a 
‘distribution’ function showing the same frequen- 
cies cumulated. On both are superimposed equiva- 
lent graphs for a calibrated, normally distributed 
variable, where the latter's distributional parame- 
ters are set equal to the respective, experimental 
parameter values. The graphical methods are sup- 
ported by the coefficients of skewness and kurto- 
sis, allowing an indicative comparison with the 
normal in terms of symmetry and tailedness re- 
spectivel y.!9!! 

For the evaluation of convergence to the 
Gaussian distribution, two empirical distribution 
function (EDF) goodness of fit statistics are com- 
puted (where possible) to support testing against 
the equivalent normal distribution. The main test 
employed is the Anderson-Darling (A-D) statistic. 
The A-D test generally has high power relative to 
alternative tests, especially where the true and hy- 
pothesised distributions differ primarily in the tails 
and where the parameters of the hypothesised dis- 
tribution are estimated from the sample (Stephens, 
1986). Critical values for the A-D test in the all-pa- 
rameters-estimated-case are 1.03 at the 0.01 sig- 
nificance level and 0.75 at the 0.05 significance 
level. Similar respective critical values for the 
Kolmogorov-Smirnov (K-S) goodness of fit test 
statistic are 1.04 and 0.90 (Stephens, 1986; Law 
and Kelton, 1991). 


7. Results: limiting form 

Results dealing with the question of a limiting 
form of earnings distribution are considered first. 
The approach adopted is to set distributions to de- 
termine the cost ratio and activity duration and 
then run experiments with successively increasing 
start rates. Frequency and distribution compar- 
isons and summary statistics are generated and 
scrutinised for each expectation regime. If a sam- 
ple distribution appears to approach the normal 
form, then the A-D and K-S tests are invoked to 
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Table 1 
Specifications: limiting form 


Start rate 
(Activity level) 


Specification Expenses 


U[8.268, 11.732) 


315 


Parameter 


Revenue Duration 


U[3.268, 6.732) 


LN(m=S, lv-1) 


M n 


U[-0.732,2.732) ^" 


" 


U[8.268, 11.732) a 


Note: Sx, x = 1 to 6, are the labels (specifications) for the experiments based on the start rates, and parameters 
of the cost and duration distributions shown in the same rows of the Table. 

U[a,b) denotes the uniform distribution with lower bound = a and upper bound < b. LN(Im=5, lv=1) denotes 
the lognormal distribution with a mean of 5 accounting periods and a variance of | accounting period. 

The mean and variance of the uniform distribution for expenses in these experiments are computed as: 


(8.268 + 11.732) = 10 and (11.732 — 8.268)? = 1, 


2 


12 


respectively. The corresponding mean and variance for the revenue distributions can be calculated in similar 
fashion. In the case of $1 these are 5 and | respectively. The cost ratio is the ratio of the means of the expense 
and revenue distributions. Thus the cost ratio in S1 is 10/5 = 2. 


test for goodness of fit to the normal. 

The various experimental specifications are 
defined by the rows in Table 1. The first column 
lists the specification reference (Sx). The other 
columns of the Table show the related start rate 
(activity level — column 2) parameters of the dis- 
tributions of expenses and revenues (columns 3 
and 4 respectively) and parameters of the distribu- 
tion of duration times (column 5). 

Consider first a series of specifications, S1 — S3, 
typical for a fixed asset activity class. The average 
residual value is one-half of the acquisition value 
and the average useful life is five periods. 
Expenses (acquisition costs in the fixed asset in- 
terpretation) are uniformly distributed with mean 
10 and variance 1. Revenue (residual value in the 
above interpretation) is also uniformly distributed 
with mean 5 and variance 1. The means of the ex- 
penses and revenue imply a cost ratio of 2. These 
specifications are set out in the first three rows of 
Table 1 based upon start rates of 10, 100 and 1 000 
activities.!? Thus, specification S1 is based on a 


'2 The notation for the durations reflects the actual mean 
and variance of the lognormal, rather than as per standard 
practice, the mean and variance of the underlying normal from 
which the former distribution is derived. 

13 For the sake of brevity, for most experiments on the lim- 
iting form, only results for undepreciated earnings and depre- 
ciated earnings under a single expectations-regime are 
reported. In most cases the regime is rational expectations, i.e. 
depreciated earnings-rational. Very little is lost by this as is 
demonstrated with certain specifications where complete sets 
of results over all settings of control variables are provided. 





start rate of 10 activities, draws expenses from a 
uniform distribution lying between the values of 
$8.268 and $11.732, revenues from a uniform dis- 
tribution lying between $3.268 and $6.732, with 
activity duration times generated by a lognormal 
distribution having a mean of 5 accounting periods 
and a variance (and standard deviation) of one ac- 
counting period. 

With the start rate set at 10 (S1), the frequency 
comparisons (Appendix, Figures 1 and 2) indicate 
moderate divergence from the respective equiva- 
lent normal distribution, with a surplus in the 
lower middle range up to the mode and, symmetri- 
cally, a deficit in the upper middle range. This 
moderate asymmetry, with relatively long upper 
tails, is reflected in the positive skewness statistics 
for earnings under each expectations regime (see 
Table 2). The kurtosis statistics (see Table 3) indi- 
cate possible positive kurtosis for both undepreci- 
ated and depreciated earnings. However, skewness 
and kurtosis are ameliorated somewhat by depreci- 
ation and variance is reduced about three-fold, 
consistent with previous findings. The A-D test 
statistics (see Table 4) nevertheless signal rejection 
of normality for earnings in the cases tested. 

What is most striking about these results is the 
quite mild divergence from normality. Earnings 
generated from a class of activities with start times 
averaging 10 per period assume a quasi-normal 
form. The normal may in consequence be a useful 
approximation, for practical purposes, in relation 
to sets of activities of similar scale. At this lower 
scale of activities, depreciation has only a minimal 
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Table 2 
Coefficients of skewness 


Expectations regime 


Specification Undepreciated Depreciated Depreciated Depreciated 
earnings earnings earnings earnings 
(random (rational (accurate 
expectations) expectations) expectations) 


0.35 
0.11 
0.05 
0.35 
S5 0.10 
S6 0.00 


Note: The experimental specifications Sx, x = 1 to 6, are defined in the Note to Table 1. 

The different expectations regimes define different calculations of accounting earnings. No depreciation is ap- 
plied in the case of undepreciated earnings. In the case of the other three regimes a depreciation-type adjust- 
ment is applied to eamings. Under random expectations the estimated residual values and estimated useful 
lives that are used to compute depreciation are randomly drawn from the same distribution that generates the 
actual residual values and useful lives of the activity concerned. Rational expectations computes depreciation 
using the expected values for the residual values and useful lives distributions from which the actual values are 
sampled. Under accurate expectations the actually realised residual values and useful lives of the relevant ac- 
tivity are assumed to be known and used in the depreciation calculation. 


Skewness is defined as 
n X — x 
— | $ | 


where s is the standard deviation. Positive skewness indicates a distribution skewed to the right with a tail 
extending towards higher positive values. 


Table 3 
Coefficients of kurtosis 


Expectations regime 


Specification Undepreciated Depreciated Depreciated Depreciated 
earnings earnings earnings earnings 
(random (rational (accurate 
expectations) expectations) expectations) 


0.16 0.17 0.09 0.09 
—0.06 0.01 -0.06 —0.07 
-0.02 0.03 0.03 —0.03 

0.11 0.01 —0.07 -0.01 

0.05 — —0.04 ~ 

0.29 ~ — 0.01 


Note: The specifications Sx, x = 1 to 6, are defined in the Note to Table 1. The expectations regimes are de- 
fined in the Note to Table 2. 
Kurtosis 1s defined as 


n(n 41) y x-x|| 3-1) 
(n — D(n - 2)(n - 3) ^ $ (n—2)(n — 3) 


where s is the standard deviation. Under this form of measure for kurtosis, a normally distributed variable is 
expected to have a value of zero. Negative values indicate a relatively flat distribution. Positive values indicate 
a relatively peaked distribution. 
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Table 4 
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EDF statistics: Anderson-Darling (A-D); Kolmogorov-Smirnov (K-S) 


Expectations regime 


Undepreciated 
earnings 


Depreciated 
earnings 
(random 
expectations) 


Specification 


1226; NA 
1.89; NA 
0.55; 0.79 
17.01; NA 
1.17; NA 
1.30; NA 


Depreciated 
earnings 
(accurate 
expectations) 


Depreciated 
earnings 
(rational 
expectations) 


6.25; NA — 
1.01; NA 
0.22; NA 
6.93; NA 
1.70; NA =~ 
— 0.24; NA 


0.31; NA 
6.03; NA 


Note: The specifications Sx, x = 1 to 6, are defined in the Note to Table 1. The expectations regimes are de- 


fined in the Note to Table 2. 


The decision rules for the Anderson-Darling goodness of fit test are: Reject normality if A-D > 1.03 at a 0.01 
level of significance; Reject normality if A-D > 0.75 at a 0.05 level of significance. 

The decision rules for the Kolmogorov-Smirnov goodness of fit test are: Reject normality if K-S > 1.04 ata 
0.01 level of significance; Reject normality if K-S > 0.90 at a 0.05 level of significance. 


effect on the form of the earnings distribution — al- 
though addition of a depreciation adjustment ap- 
parently does transform the earnings form slightly 
towards normality. 

With the start rate set at 100 (S2), the frequency 
comparisons (Appendix, Figures 3 and 4) indicate 
closer correspondence to the calibrated normal. 
The distribution function comparisons to the nor- 
mal (Figures 5 and 6) indicate only small diver- 
gence, with lower numbers of observations being 
contained in the tails. The A-D test value still indi- 
cates rejection of normality for undepreciated 
earnings at the 0.01 significance level (Table 4). 
However, normality for depreciated earnings is not 
similarly rejected. On the evidence to this point, 
depreciated earnings might be regarded as pos- 
sessing essentially normal form at start rates of up- 
wards of 100 per period. 

The start rate is increased to 1 000 in S3. The 
skewness and kurtosis statistics are uniformly neg- 
ligible for both undepreciated and depreciated va- 
rieties of earnings. The A-D test values indicate 
non-rejection of normality at the 0.05 significance 
level for all four samples (Table 4). 

The results to this point are consistent with as- 
ymptotic normality. Convergence is incomplete at 
finite levels of the start rate so it may be expected 
that given a sufficiently powerful test, some sam- 
ples will randomly deviate, sufficient to incur re- 
jection. The A-D test has high power, with the 
capability of detecting extremely small discrepan- 
cies from the hypothesised distribution. Occasional 
findings of non-normality therefore do not disturb 


14 Note again the threefold decrease in the variance of de- 
preciated earnings compared to undepreciated earnings. 





the conclusion that the true distribution is approxi- 
mately normal in the limit with respect to the start 
rate. 

Comparison of the empirical distributions for 
undepreciated and depreciated earnings (e.g. under 
rational expectations) with alternative forms such 
as Gamma and Beta further support this conclu- 
sion. Under S] and $S2, suitably parameterised 
forms of either the Gamma or Beta distributions 
(or both) provide closer fits to the sample data. 
Under the conditions of $3, however, this is no 
longer the case. The normal distribution provides a 
better fit than both the Gamma and Beta distribu- 
tions, based on the A-D statistic. 

That the convergence slows may be appreciated 
by inspection of the frequency comparisons for 53 
(Figures 7 and 9). Despite the 10-fold increase in 
the start rate compared to $2, the improvement in 
fit to the normal is difficult to discern visually 
from the histograms.'* Some evidence of conver- 
gence is, however, discernable in the tails of the 
sampling distributions (1.e., compare Figures 5 and 
6 with Figures 8 and 10). The skewness and kurto- 
sis statistics also diminish consistently across ex- 
pectations regimes (Tables 2 and 3). 

On this evidence, the start rate or level of activ- 
ity drives convergence to normality. The influence 
of the cost ratio is also modelled to determine if 
the rate of convergence is additionally dependent 
on this variable (see Table 1, lower three rows). 
Alternative cost ratios, 10 (S4, S5) and 1 (S6) are 
selected to evaluate the existence of any advance- 
ment or retardation of convergence relative to the 
distributions at identical activity levels under a 
cost ratio of 2 (as in S1, S2 and 83). 

The S4 and S5 specifications may be interpreted 
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as corresponding to a fixed asset activity involving 
the acquisition, holding and ultimate disposal of 
some item of equipment where the residual value 
is relatively minor in comparison with the acquisi- 
tion value. The overall results both for undepreci- 
ated earnings and for depreciated earnings-rational 
give little indication of a greater divergence from 
normality for S4 and S5 than those of S1 and S2 
respectively." Inspection of the comparative di- 
vergence from normality across the earnings cal- 
culations also indicates very minor differences. 
This shows the marginal influence of depreciation 
and the very slight differences induced by alterna- 
tive settings of estimates of the expectations- 
regime variables. Two implications follow. The 
first implication is that differences in convergence 
are relatively minor as between the various ver- 
sions of earnings, despite a high cost ratio. The 
second implication is that, when considering forms 
of convergence, little information is lost in confin- 
ing attention to one version only of depreciated 
earnings. 

The S6 specification, with a cost ratio of unity, 
may be taken to represent a fixed asset activity 
with high relative average residual value or a neg- 
ligibly profitable long-term contribution project. 
The skewness statistics are zero, although the rel- 
evant kurtosis statistic does indicate possible posi- 
tive kurtosis in the case of undepreciated earnings. 
The A-D test indicates rejection of normality at the 
0.01 significance level for undepreciated earnings 
but non-rejection at the 0.05 level for depreciated 
earnings-accurate.!6.! 

Perhaps the most striking aspect of the S6 result 
is that normality is inferred at a start rate (activity 
level) of 10 activities per period. The result indi- 
cates that the cost ratio can be critical to the rate of 
convergence of the earnings distributions. If the 
cost ratio is approximately unity, effective conver- 
gence to normality occurs at a start rate of a factor 
of 10 less than that occurring where the cost ratio 


15 The graphical analyses for S4, $5 and S6 are not present- 
ed due to limitations of space and the similarity to the earlier 
results. 

16 The form of depreciated earnings presented here is that 
under accurate expectations. This is due to the form generally 
presented in these analyses (under rational expectations) re- 
sulting in an identical distribution of the sample as that of un- 
depreciated earnings. The reason is that as the expected 
activity cost is zero, the assignment of depreciation adjust- 
ments to periods is null. 

17 Graphical analyses are not presented for the S6 or S7 dis- 
tributions due to the extremely close correspondence to nor- 
mality and similarity to previous presentations. 

'8 Jt appears unwise to assert any stronger claim than this at 
the present stage. À statement of normality in the limit may in- 
voke difficulties with infinite variances, i.e., reasoning in the 
central limit theorem context depends on the fact that the stan- 
dard deviation approaches infinity of an order less than the 
sample size; however no averaging of the sample is involved 
in earnings. 
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differs substantially from unity. 

Summarising, the limiting form experimental re- 
sults indicate that undepreciated and depreciated 
earnings distributions converge to approximate 
normal form with respect to the start rate.!? The 
range of values of the start rate at which inference 
of normality is likely is only minimally influenced 
by the addition of a depreciation adjustment. 

The implications of the above results have to be 
viewed from the standpoint of the realism of the 
assumptions. From the experiments, under the 
stated assumptions, earnings distributions appear 
quasi-normal in the sense of being unimodal, near 
bell-shaped and having only minimal levels of 
Skewness and kurtosis. This pattern arises at an 
order of about 10 start times per accounting peri- 
od, i.e. at relatively low activity levels. Apart from 
the special case of near-unity, convergence is not 
sensitive to the cost ratio. Sets of large numbers of 
homogeneous activities in theory generate a nor- 
mal limiting distribution of instantaneous earn- 
ings, approximated by earnings being conditioned 
on an accounting period (Willett, 1991). However, 
in the context being examined here, it is the mar- 
ginal distribution of earnings over time that is of 
interest, i.e. the ability of accounting period earn- 
ings to estimate longer term average profit. The 
tendency to normality then depends upon the pat- 
tern of start times and duration times. 

The results of the simulation experiments do not 
prove convergence of the marginal distribution of 
earnings to normality as activity levels increase. 
Undepreciated earnings, as with most accounting 
numbers, is a random sum of random variables. It 
is easy to find examples of random sums that are 
not normally distributed. For example, whatever 
the distribution of the individual elements in a ran- 
dom sum, if the distribution generating the length 
of the random sum follows a simple Bernoulli law, 
the resulting density of the random sum will be bi- 
modal, with the sums falling into two distinct 
ranges. However, it is also true that in those many 
cases where certain regularity conditions are satis- 
fied, such as where independent and identically 
distributed activity start times are generated by a 
stationary Poisson process and duration times by 
an exponential law, undepreciated earnings con- 
verge to the normal distribution as activity levels 
increase (by an application of theorem 4 in Feller, 
1971:265). It has not been proved here that the 
same regularity conditions on the behaviour of the 
generating process that guarantee convergence in 
the Poisson-exponential case also applies in the 
Poisson-lognormal case assumed in the simulation 
experiments. Furthermore, the convergent-to-nor- 
mality theorems are relevant only to the undepre- 
ciated earnings formulation in (2), not the 
depreciated earnings formulation in (3) and the 
limiting behaviour of expressions of the latter type 
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Table 5 
Specifications: Non-limiting forms 


Start rate 
(Activity level) 


05 
2 
0.5 N 


" 


Specification 


Expenses 


n 


U[9.452, 10.548) 
U[8.268, 11.732) 


U[8.268, 11.732) 
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Parameter 


Revenue Duration 


U[7.268, 10.732) LN(Im-5, lv=1) 


U[-0.732,2.732) " 


U[3.268, 6.732) 
U[4.452, 5.548) 
U[3.268, 6.732) LNUm=10, lv=1) 


LN(Ilm-10, lv=4) 


Note: Sx, x = 7 to 14, are the labels (specifications) for the experiments based on the start rates, and parame- 
ters of the cost and duration distributions shown in the same rows of the Table. 

A start rate of 0.5 implies that, on average, one activity begins every two accounting periods. 

U[a,b) denotes the uniform distribution with lower bound = a and upper bound < b. LN(m=c, Iv=d) denotes 
the lognormal distribution with a mean of c accounting periods and a variance of d accounting periods. The 
values of the means and variances of the uniform cost distributions and the value of the cost ratios can be 
checked by following the calculations in the Note to Table 1. 


is not known analytically. Nevertheless, the simu- 
lation results reported in this section provide ex- 
perimental evidence that suggests the different 
versions of earnings in the independent and identi- 
cally distributed Poisson-lognormal case do more 
closely approximate the normal distribution as 
activity levels (measured by the start rate variable) 
increase. 

This conjecture, however, depends upon two im- 
portant conditions. One is that the activity level 1s 
relatively high, higher perhaps than in many fixed 
asset processes. The other is that, expectations 
concerning residual values and expected useful 
lives of assets are accurate. Failure of either con- 
dition can lead to the normal distribution not being 
a good approximation (or such a good approxima- 
tion) for both undepreciated and depreciated earn- 
ings. The small sample behaviour of earnings is 
examined in the next section. The effect of inaccu- 
rate expectations is examined in Section 9, in the 
context of fixed asset impairment. 


8. Results: non-limiting forms 

The modelling of non-limiting forms of earnings 
distributions is now considered. The basic experi- 
ments have a simple 2x2x4 design with two levels 
of the start rate (activity level) two cost ratios and 
the four different earnings calculations. This sim- 
ple design is sufficient to convey the basic depre- 
ciation-related properties of earnings statistics in 
quite realistic circumstances (see Table 5). 
Graphical comparisons of frequency and distribu- 
tion functions and summary statistics reveal, first- 
ly, the properties of undepreciated earnings, 
secondly, the general influence of the depreciation 





adjustment and thirdly, the specific impact of the 
alternative levels of accuracy of the estimates of 
activity costs and durations required as inputs to 
the depreciation function. 

Consider first specifications S7 and S8. The cost 
ratio, 10/9, is representative of long-term contracts 
with profit allocation or of fixed assets for which 
very high relative residual values prevail. For $7, 
the frequency comparison for undepreciated earn- 
ings (Figure 11) has a spike at the mode and long 
tails, reflecting gross divergence from normality. 
Apart from the spike, a substantial element of 
symmetry exists. The summary statistics suggest 
positive skew (see Table 6) and substantial kurto- 
sis (see Table 7). The depreciated earnings fre- 
quency comparisons reveal relatively modest 
transformations of earnings under depreciated 
earnings-random and depreciated earnings-ration- 
al (Figures 12 and 13 respectively) and more 
substantial transformation under depreciated earn- 
ings-accurate (Figure 14). Consolidation around or 
near the mode of the equivalent, calibrated normal 
distribution can be observed for the three varieties 
of depreciated earnings. For the depreciated earn- 
ings distributions, diminished differences from 
normality are clarified by the distribution compar- 
isons (Figure 15 versus Figures 16, 17 and 18 re- 
spectively). Overall however, the depreciation 
adjustment leaves the distributions well short of 
quasi-normality. This is due to heavy upper tails 
and excess density about or just short of the mean 
of the equivalent normal. This feature varies con- 
siderably across expectations-regimes. 

For S8, undepreciated earnings are modestly 
symmetric, apart from the spike at the mode 
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Table 6 
Coefficients of skewness 
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Expectations regime 


Undepreciated 
earnings 


Depreciated 
earnings 
(random 
expectations) 


Specification 


1.9] 
0.93 
1.47 
0.75 
1.12 
1.01 
1.09 


Depreciated 
earnings 
(accurate 
expectations) 


Depreciated 
earnings 
(rational 
expectations) 


0.53 
0.33 
1.07 
0.47 
0.71 
0.67 
0.76 


Note: The experimental specifications Sx, x = 7 to 13, are defined in the Note to Table 5. 
The different expectations regimes are defined in the Note to Table 2. 
The skewness statistics are defined and interpreted in the way described in the Note to Table 2. 


Table 7 
Coefficients of kurtosis 


Expectations regime 


Undepreciated 
earnings 


Depreciated 
earnings 
(random 
expectations) 


3.98 
0.27 
1:52 
0.30 
0.78 
0.61 
1.28 


Specification 


3:20 
0.93 
2.31 
0.76 
131 
1.05 
1.21 


Depreciated 
earnings 
(accurate 
expectations) 


Depreciated 
earnings 
(rational 
expectations) 


4.17 
0.33 
1.74 
0.22 
0.88 
0.50 
1.10 


Note: The experimental specifications Sx, x = 7 to 13, are defined in the Note to Table 5. 
The different expectations regimes are defined in the Note to Table 2. 
The kurtosis statistics are defined and interpreted in the way described in the Note to Table 3. 


(Figure 19). The depreciated earnings distributions 
reflect substantial transformations of earnings — 
the spike is eliminated and the mass of each distri- 
bution is fairly closely concentrated about or near 
the mode of the respective calibrated normal, as 
may be seen from the frequency comparisons 
(Figures 20,21 and 22). The overall strength of the 
transformation is confirmed by the distribution 
comparisons (Figure 23 versus Figures 24, 25 and 
26). The summary statistics suggest a considerably 
lower level of skew and tailedness in comparison 
to the comparable S7 distributions. Substantial dif- 
ferences from normality are revealed by the fre- 
quency and distribution comparisons — again, 
principally excess density in the upper tails and 
about or slightly below the mean. However, distri- 
butions are less well differentiated than in the case 





of S7. At this low-moderate, realistic range of the 
start rate, the impact of scale is strong, and its 
interaction with depreciation unambiguous in driv- 
ing earnings distributions towards a broadly con- 
sistent form (S8 versus S7, i.e. Figures 20, 21 and 
22 versus Figures 12, 13 and 14). 

S9 and $10, with a cost ratio of 10, represent sets 
of fixed or intangible assets where, in comparison 
to the acquisition expense or expenditure program, 
the respective residual values or related revenues 
are quite modest. For S9, the frequency compari- 
son (Figure 27) indicates that the distribution of 
undepreciated earnings has a severe spike at zero 
and at least two further modes, is extremely asym- 
metric, with high positive skew ‘and a long upper 
tail. The distribution comparison (Figure 31) indi- 
cates clearly the overall differences from the 
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equivalent normal distribution. The substantial im- 
pact of the greater cost ratio is evident by compar- 
ing S9 with S7 (Figure 27 and Figure 11 
respectively). 

Depreciation results in a radical transformation 
in each case for S9. All depreciated earnings dis- 
tributions display substantial consolidation for 
earnings — as indicated by the frequency compar- 
isons (Figures 28, 29 and 30). While the consoli- 
dation takes multi-modal forms, particularly with 
depreciated earnings-rational, all depreciated earn- 
ings distributions are far more symmetric and have 
shorter tails than the undepreciated earnings distri- 
bution, features reflected in the skewness and 
kurtosis statistics. The depreciated earnings distri- 
butions, however, display strong, variegated diver- 
gence from their normal equivalents. High 
multi-modality of the distribution under depreciat- 
ed earnings-rational is the most striking feature, 
with excess density widely distributed about the 
mean, revealed most clearly by the distribution 
comparison (Figure 33). The distributions under 
depreciated earnings-random and depreciated 
earnings-accurate are both less divergent from the 
normal and demonstrate some similarities, espe- 
cially on the evidence of the distribution compar- 
isons (Figures 32 and 34), with excess density 
somewhat short of the mean and heavy upper tails. 
Comparison of the depreciated earnings distribu- 
tions with those of S7, for instance Figure 29 with 
Figure 13, reveals that at a low start rate, the dif- 
ferential influence of the cost ratio remains strong, 
despite the depreciation adjustment tending to 
transform earnings towards a consistent general 
form. 

For $10, the undepreciated earnings distribution 
is extremely multi-modal, highly asymmetric, and 
has a long upper tail, as indicated by the frequency 
comparison (Figure 35). Strong divergence from 
normality is clear from the frequency comparison, 
and from the distribution comparison (Figure 39). 
The cost ratio well-differentiates the undepreciated 
earnings distributions, as evidenced by comparison 
with S8 (Figure 35 versus Figure 19). 

Depreciation again radically transforms the 
earnings distribution. Depreciated earnings distri- 

“butions are very substantially consolidated, being 
unimodal and featuring higher symmetry, as indi- 
cated by the frequency comparisons (Figures 36, 
37 and 38). Under all expectations-regimes, the 
depreciated earnings distributions display relative- 
ly limited and consistent divergence from the re- 
spective normal equivalents — excess density 
slightly below the mean and heavy upper tails — as 
per the distribution comparisons (Figures 40, 41 
and 42). Detectable differences remain in the de- 
preciated earnings distributions across the cost ra- 
tios, as evidenced by a comparison with S8 via, for 
instance, Figure 37 versus Figure 21. However, 
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across the parameter levels evaluated, variation in 
the start rate or activity level appears to have a 
stronger impact than variation in the cost ratio 
(S10 versus S9 via for instance Figure 37 versus 
Figure 29). 

At this point, a question of generality arises — 
how robust are the non-limiting results and do set- 
tings of other parameters have a significant influ- 
ence? S11 and subsequent specifications allow 
these issues to be explored. S11 is the base speci- 
fication for comparison with the further higher-in- 
dexed specifications. For S11, the undepreciated 
earnings distribution has a now-familiar form, 
being highly asymmetric with heavy upper tail, a 
Spike at zero, multi-modal, and grossly different 
from the normal, as seen from the frequency com- 
parison (Figure 43) and distribution comparison 
(Figure 47). The impact of depreciation is striking. 
Accurate rather than random expectations improve 
the approximation to quasi-normality (frequency 
comparisons, Figures 44 and 46 respectively and 
distribution comparisons, Figures 48 and 50 respec- 
tively). Depreciated earnings-rational however are 
far from quasi-normal, due to their multi-modality 
(Figure 45) and generally irregular behaviour vis-à- 
vis the calibrated normal form (Figure 49). 

In the first form of parametric variation, 512 
models the influence of the activity cost variances, 
with these reduced by a factor of 10 and all other 
parameter settings identical. The expense and rev- 
enue variances have a radical influence over the 
form of the undepreciated earnings distribution. It 
is highly multi-modal and differs very substantial- 
ly from the base undepreciated earnings, essential- 
ly by way of the density being concentrated in a 
series of largely discrete spikes. This feature is re- 
vealed in the frequency comparison (Figure 51, 
compare with Figure 43). It may be concluded that 
the cost variance is an influential factor for the un- 
depreciated earnings distributions. Yet, the situa- 
tion with the depreciated earnings distributions is 
somewhat different. The depreciated earnings dis- 
tribution forms correspond more closely to the re- 
spective base distributions. This is evident from 
the frequency comparisons, for instance depreciat- 
ed earnings-accurate (Figure 54) and the compara- 
ble base distribution (Figure 46) though there is 
greater divergence from a normal form in the for- 
mer (Figures 58 and 50 respectively). 

The result for the activity cost variances modi- 
fies the earlier findings on the non-limiting distri- 
butions. Such variation, where 1t 1s influential, is 
reflected in the undepreciated earnings distribu- 
tions and in the corresponding depreciated earn- 
ings distributions in the case of a parameter such 
as the cost ratio. However, this pattern is not re- 
flected with the cost variances. The latter parame- 
ter, while influential with respect to undepreciated 
earnings, is largely overridden by the depreciation 
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adjustment. The earlier statement must in conse- 
quence be modified in the sense that there are 
forms of parametric variation where the deprecia- 
tion adjustment dominates such variation. From a 
preparer or user point of view, in such circum- 
stances parametric variation is significant only 
where a ‘no depreciation’ policy 1s adopted. 

The second and third forms of parametric varia- 
tion involve the durations. In 513 the influence of 
the duration mean is modelled via the adoption of 
a value twice that of the base model. The undepre- 
ciated earnings distribution is similar to that of the 
base, as seen from the frequency comparison 
(Figures 59, compare with Figure 43) and distribu- 
tion comparison (Figure 63, compare with Figure 
47). However, the depreciated earnings distribu- 
tions display more substantial differences from the 
respective base distributions. The differences are 
most noticeable for depreciated earnings-accurate, 
with the $13 distributions being less close to a nor- 
mal form (see the histograms in Figures 62 and 46 
and the distribution comparisons in Figures 66 and 
50). 

The pattern of influence of the duration mean 
stands in direct contrast to that of the activity cost 
variance. $13 indicates that there are parameters 
significantly influencing only the depreciation-ad- 
justed earnings distributions. Finally, in S14, the 
duration variance is set at four times that of the 
base. The resulting distributions are essentially in- 
distinguishable from the base so it is concluded 
that the variance of the durations is of minimal in- 
fluence.!? 

Summarising, the non-limiting form results indi- 
cate two properties of the depreciation adjustment 
impact on earnings. First, at modest, realistic activ- 
ity levels measured by the start rate, adding a de- 
preciation adjustment induces a profound change in 
the form of the earnings distribution. This change 
reflects a radically accelerated transformation to- 
wards a consistent form, usually closer to the nor- 
mal, which otherwise arises only as a function of the 
start rate. Second, economic parameters condition 
the nature of depreciation's impact. One parameter, 
the cost ratio, exerts comprehensive, consistent in- 
fluence over the depreciated earnings distributions, 
essentially by way of modifying the starting point, 
the undepreciated earnings distribution, from which 
the transformation arises. The conditioning pattern 
of other parameters is complex. In some cases, the 
conditioning is ineffective in the sense that the 
undepreciated earnings and depreciated earnings 
distributions are unchanged. In other cases, condi- 
tioning is effective in the sense that the transforma- 
tion to depreciated earnings differs, despite an 
essentially common undepreciated earnings starting 
point, or conversely, the transformation is similar, 


I? And therefore the graphics are not displayed. 
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despite a very different starting point. 

The non-limiting form of depreciated earnings, 
while closer to the normal in appearance than cor- 
responding undepreciated earnings distributions, is 
skewed to the right and exhibits positive kurtosis. 
The question of whether a particular theoretical, 
non-normal probability law might fit the skewed 
experimental data better than the normal law is , 
considered further towards the end of the next sec- 
tion. 


9. Fixed asset impairment 

Accounting standards such as International 
Accounting Standard 36 Impairment of Assets 
(IASB, 2004) require fixed assets to be written 
down to ‘recoverable amounts’ if these are lower 
than book value (carrying amount) and for depre- 
ciation from that point to be calculated on the basis 
of the revised amounts. This section of the paper 
considers the effect that applying the impairment 
provisions has on the distribution of earnings for 
the relatively low start rates (activity levels) at 
which depreciation has a noticeable impact on 
shape. Two main cases are considered: (i) the orig- 
inal estimates of residual values are revised down- 
wards at some point before the end of the useful life 
of the asset, so that the recoverable amount of the 
asset, calculated on a straight line basis is less than 
its book value; and (ii) the original estimates of 
residual value and useful life do not alter but it is 
nevertheless decided, for whatever reason, that the 
recoverable amount is less than book value and im- 
pairment adjustments are made. Case (1) entails a 
revision of estimates to reflect specific, changed 
expectations of a real economic event that is an ex- 
plicit part of the depreciation calculation. Case (11) 
relates to those situations where more general, sub- 
jective judgments are used to justify an impair- 
ment, such as where a reduction in asset value is 
considered necessary to reflect how the perceived 
benefits of an asset are attributable to its being 
‘used up’, usually in the absence of any unambigu- 
ous, objective evidence to support the contention. 
This case covers a type of adjustment described by 
Thomas (1969; 1974) as being arbitrary. 


Case (1): Statistical estimates of residual values 
change. 

Willett (1991b) showed analytically in a simple 
case how mistakes in estimating the useful lives of 
fixed assets increase the variance of earnings. 
Mistakes in estimates of residual values have a 
similar impact, and also tend to increase skewness 
and kurtosis. However, not correcting for such 
mistakes when they are first discovered can lead to 
still larger increases in the variance, skewness and 
kurtosis of the distribution of earnings. These ef- 
fects are shown in the results of experiments S11A 
and S11B. 
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Table 8 
Statistics for earnings distributions under conditions of impairment 
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Specification 


SILA 


28.41 
0.75 
3.63 


Statistic 


Variance 
Skewness 
Kurtosis 


SHC 


8.35 
1.15 
2.28 


SIIB 


39.06 
0.89 
3.85 


Note: Experimental specification S11 is defined in Table 5. The remaining specifications are the same as 511 


except for the following: 


SILA: Residual value falls to zero halfway through the life of the activity and the impairment provisions are 


applied at that time. 


SIIB: Residual value falls to zero halfway through the life of the activity but the impairment provisions are 
not applied. The change in residual value is recognised on completion of the activity (1.e. the end of the asset's 


useful life). 


S11C: Neither the residual value nor the useful life of the activity (asset) changes. However, the net book value 
of the asset is written down by 50% to its supposed recoverable amount in two periods out of ten, on average. 
The skewness and kurtosis statistics are as defined in the Notes to Tables 2 and 3 respectively. 


Experiment S11A models the same activity-class 
generating process defined in S11 excepting that, 
halfway through the asset's lifetime, estimates of 
final, expected residual values are revised down to 
zero and, when this occurs, the impairment provi- 
sions are applied. Experiment S11B repeats this 
scenario, with the difference that the impairment 
provisions are not applied and depreciation contin- 
ues to be charged at the same rate as prior to the re- 
vision of estimates, through to the end of the 
useful life of the asset. This experiment models the 
‘traditional’ situation whereby profits and losses 
on disposal, due to inaccurate estimates of residual 
values and useful lives, are recognised in the in- 
come statement at the end of an asset's useful life. 
Histograms of depreciated earnings for these two 
experiments are shown in Figures 67 and 68, 
which can be compared to those for S11 shown in 
Figure 46. The variance, skewness and kurtosis 
statistics (see Table 8) have increased in S11A and 
again further (when impairment is not recognised) 
in S11B. However, the histogram result for S11 
can no longer be realised, and is in fact biased, 
under the changed economic circumstances. Only 
the histograms in S11A and S11B are realisable 
under the new circumstances and the variance, 
skewness and kurtosis statistics are all less in 
S11A than in S11B. Consequently, the inference is 
that if impairment of an asset occurs, due to esti- 
mates of realisable values being revised to reflect 
a more accurate state of affairs, recognising the 
impairment immediately the new information is 
received (i.e. as recommended by current account- 
ing standards) produces a form for the distribution 
of earnings more closely approximating the nor- 
mal than would be the case if the impairment event 
was ignored until the final disposal of the asset. 





Case (ii) Neither estimates of residual values nor 
useful lives change but an impairment event is 
nevertheless recognised. 

Experiment S11C models the same situation as 
S11 except that on average, in two periods out of 
ten, the impairment provisions are applied and 
book value is reduced by 50% to its supposed re- 
coverable amount at that time. The estimates of 
residual values and useful lives, however, remain 
unchanged. The only thing that changes is the time 
pattern of the recognition of costs over the asset 
lifetime. The consequences of this treatment are 
shown by comparing the histogram in Figure 46 
with the histogram in Figure 69. Both histograms 
are centred on an unbiased mean but the variance, 
skewness and kurtosis of the distribution of earn- 
ings in the impairment case are higher than under 
the original treatment of depreciation (see Table 8). 
Unlike Case (1) however, in Case (ii) the histogram 
shown in Figure 46 continues to be realisable, be- 
cause the original estimates of residual values and 
useful life remain accurate. Consequently giving 
effect to the impairment provisions in this case re- 
duces the proximity of the distribution of earnings 
to the normal distribution and makes the time pat- 
tern of earnings more volatile than it would other- 
wise have been. 

From a measurement of earnings perspective, 
impairment standards may be interpreted as im- 
posing a requirement for accurate estimation. 
Inaccurate estimates of useful lives and residual 
values produce biased (until corrected) and more 
volatile estimates of long run profitability and dis- 
tributions which are skewed and kurtotic. The evi- 
dence from these experiments suggests that 
revised estimates of useful lives and residual val-: 
ues implemented as required by the impairment 
standards produce, as long as they are more accu- 
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Table 9 
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Statistical best fits of experimental data to selected theoretical distributions 


Distribution 


Chi-square 


1 1 


40.89 
70.62 
758.92 


151.95 
197.23 
642.74 


54.54 
94.72 
717.82 


33.58 
66.19 
962.91 


107.75 
90.61 
1673.17 


Gamma 
Skew normal 
Normal 


Gamma 
Skew normal 
Normal 


Gamma 
Skew normal 
Normal 


Gamma 
Skew normal 
Normal 


Gamma 
Skew normal 
Normal 


Notes: 


0.05 
0.06 


K-S test result Selected parameters 


2 3 


À = 6.51835 
a = 3.337921 
u =4.391,G = 2.55 


À = 7.54706 
a. = 3.097293 
u = 4.98, g = 2.43 


À = 6.62652 
a = 3.240039 
u = 4.97, = 2.52 


À = 4.99693 
a = 4.029764 
LL = 9.99, G= 5.33 


A = 2.65857 
a = 10.22953 
u = 9.96, a = 6.25 


Accept fit 
Reject fit 
Reject fit 


Reject fit 
Reject fit 
Reject fit 


Accept fit 
Accept fit 
Reject fit 


Accept fit 
Accept fit 
Reject fit 


Reject fit 
Reject fit 
Reject fit 


1. The parameters of the skew normal distribution are estimated using the statistical package R. The parame- 
ters of the Gamma and normal distributions and the goodness of fit tests of the latter are estimated using 
Crystal Ball. The chi-square and Kolmogorov-Smirnov goodness of fit tests of the Gamma and skew nor- 


mal distributions use Dataplot. 


. The significance levels of the Kolmogorov-Smirnov tests vary between 1% and 10%. 
. A is the shape parameter of the Gamma distribution, o. the shape distribution of the skew normal and Ji and 
© are the mean and standard deviation, respectively, of the normal distribution. 


rate than the original estimates, less volatile, 
skewed and kurtokic densities for earnings than are 
produced by earnings calculated ignoring the im- 
pairment provisions until final disposal. However, 
if the impairment provisions are applied in the ab- 
sence of objective, statistical evidence relating to 
estimates of the realisable values and useful lives of 
assets, as in S11C, more volatile, skewed and kur- 
totic earnings distributions result. 

The forms of the histograms of depreciated earn- 
ings produced by the impairment experiments 
show the same consistent pattern that was noted at 
the end of the previous section for all of the non- 
limiting distributional forms: being right skewed 
with positive kurtosis, reflected in peakedness and 
heavier than normal upper tails. The possibility of 
a non-normal distribution describing the experi- 
mental data better than the normal is explored by 
fiting the Gamma and skew normal distributions 
to the data from experiments $11, S11A, S11B, 


2 The Anderson Darling statistic was not available for the 
skew normal distribution and is therefore not reported for any 
of the distributions compared in Table 9. The skew f distribu- 
tion was also fitted to the data but the results were virtually 
identical to those for the skew normal and are therefore also 
not reported. 





$12 and $13 and ranking these by their perform- 
ance in terms of the Kolmogorov-Smirnov and 
chi-squared goodness of fit statistics in each ex- 
periment.” 

The Gamma distribution used here, like the data, 
is right skewed with positive kurtosis. It is consid- 
ered as being potentially appropriate in this con- 
text because of its association with random 
processes in time that are similar in important re- 
spects to processes that generate earnings, such as 
meteorological precipitation, output from storage 
systems and industrial accident costs (Johnson et 
al, 1995). The functional form of the Gamma for 
which results are reported is the general form, hav- 
ing location, scale and shape parameters. The chief 
interest is in the shape parameter, A > 0, as the 
scale and location parameters merely alter the po- 
sition and scale of the units on the abscissa. Lower 
values of A are associated (in this case) with a 
higher degree of skewness to the right. The 
Gamma more closely approximates the normal as 
the value of A increases. 

Skew normal distributions are produced by a 
‘perturbation’ of the standard normal distribution, 
usually by a distribution function. The form used 
here, due to Azzalini and Capitanio (1999), is 
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as follows: 
fox) = 20(x) - Plax) (5) 


where $(x) is the standard normal density and 
(qx) is the Gaussian probability that x is less than 
ax. When the shape parameter (xis zero, the densi- 
ty in (5) reduces to the standard normal (since 
(0) = 4). As with the Gamma distribution, the 
shape parameter is again effectively an index of 
skewness but now the skewness to the right in- 
creases rather than decreases as (x increases in 
value. 

The results of the goodness of fit tests of the nor- 
mal, Gamma and skew normal distributions are 
shown in Table 9. As might be expected, the two 
latter distributions give much improved fits to the 
data in all the experiments. It can be seen that both 
the value of A and o behave in a consistent but in- 
verse manner, reflecting in each experiment the 
degree of skewness in the data. The scale parame- 
ters for both Gamma and the skew normal are di- 
rectly correlated across the experiments with the 
variance of the normal distribution and are there- 
fore not shown. The fact that fitting the skew 
t distribution gives virtually identical results com- 
pared to the skew normal suggest that, at least in 
the case of the experimental data considered 
above, the appearance of heavy upper tails could 
be mainly due to comparing a right skewed distri- 
bution with the normal. 

The Gamma distribution generally produces a 
superior performance in the goodness of fit tests. 
Both the Gamma and skew normal give flexibility 
in form fitting to allow modelling of skewness, al- 
though the domain of the Gamma only extends 
over a part of the real line. Interest lies in the gen- 
esis of these distributions and how the depreciated 
earnings measurement process might be responsi- 
ble for generating random numbers obeying these 
probability laws. Given the propensity, for exam- 
ple, of the Gamma to tend towards the normal as À 
gets larger, it may suggest a particular path for the 
convergence of earnings to the normal as activity 
levels increase. However, the positive kurtosis ev- 
ident in most of the experimental results is overes- 
timated by the kurtosis statistics implied by the fits 
of the Gamma distribution. In any event, further 
consideration of this issue and conjectures about 
the processes generating the relevant probability 
laws are left for later research. 


10. Review and implications 


10.1. Review 

Basic results on some theoretical statistical prop- 
erties of earnings numbers have been presented in 
this paper. Building on earlier theoretical work on 
the effect of the depreciation calculation on the 
variance of accounting earnings, this paper has in- 
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vestigated the statistical impact of depreciation 
type adjustments on the general distributional 
form of earnings. The general approach is experi- 
mental, using Monte Carlo methods and based 
upon Statistical Activity Cost Theory, which views 
depreciation type adjustments as a process of aver- 
aging costs over time. The results confirm previ- 
ous research that such adjustments, when made on 
the basis of objective and accurate statistical esti- 
mates, reduce the time variance (volatility) of 
reported periodic earnings around long run prof- 
itability, thus improving the efficiency of earnings 
as a mean square error estimator of underlying prof- 
it. They show, in addition, that such accurate depre- 
ciation accelerates the progression of the earnings 
distribution towards a normal form. This adds an- 
other potentially useful reason for computing depre- 
ciation to improve the statistical properties of 
earnings, since being able to assume a normal dis- 
tribution for earnings alleviates inferential problems 
in many different decision making contexts. 

Under stationary economic conditions, the mar- 
ginal distribution of the long-term activity segment 
of accounting earnings converges to approximate 
normality, as activity levels increase, whether a de- 
preciation-type adjustment is applied or otherwise. 
However, depreciation accelerates convergence. 
At the lower levels of long-term activities more 
typical of that experienced in practice, the depreci- 
ation-type adjustment therefore plays a vital func- 
tion. At these lower activity levels, in the absence 
of depreciation, marginal earnings distributions 
tend to assume various irregular forms, typically 
displaying multi-modality, strong asymmetry and 
in general, radical divergence from normal form. 
Addition of a depreciation adjustment in such cir- 
cumstances typically induces a substantial trans- 
formation. The irregular features are attenuated 
and the entire distribution is consolidated, with a: 
universal shift in the direction of a more normal 
form. Statistical fits to the experimental data sug- 
gest the possibility of exploring skewness in data 
generated at low activity levels, and its alleviation 
as activity levels increase, through distributions 
such as the Gamma and skew normal. 

A particular issue investigated was the relevance 
of new information coming to light, in the form of 
revised estimates upon which the depreciation cal- 
culation is based. It was shown that, to better pre- 
serve desirable statistical properties for earnings, 
more accurate information should be impounded 
as soon as possible after it becomes available. This 
is consistent with the accounting treatment recom- 
mended in the impairment standards. However, 
such adjustments should only be made if based 
upon objective, verifiable evidence of changes in 
the parameters of depreciation type calculations, 
such as statistically reliable, revised estimates of 
useful lives and residual values. 
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10.2. Implications 

The premise of the theory that underpins the re- 
sults is that the numbers appearing in accounting 
reports are statistics based upon a process of meas- 
urement. Depreciation-type adjustments, as meas- 
urements, are not arbitrary so long as they are 
scientifically conceived and applied. The validity 
of this claim 1s demonstrated by modelling the pro- 
cedures that accountants follow in preparing finan- 
cial statements, formulating accounting earnings 
and depreciation type adjustments as mathematical 
models in the form of equations (1) — (3) and 
analysing them by standard statistical methods and 
criteria. The results produced by this approach to 
understanding accounting measurement have im- 
plications in financial reporting, management ac- 
counting and auditing, for issues such as the 
quality of earnings, risk measurement and analysis 
using accounting data and empirical research 
using accounting numbers. 

In financial accounting and standard-setting, the 
analysis of the impairment provisions in IAS 36 
(and similar national standards) in Section 9 illus- 
trates the way in which Statistical Activity Cost 
Theory can be applied to assess the impact of spe- 
cific recognition rules on the time series behaviour 
of accounting earnings. Its implications are that 
the impairment provisions impart improved statis- 
tical properties to earnings as long as they are im- 
plemented on the basis of accurate, objective 
evidence concerning the data on which deprecia- 
tion calculations are based. However, they should 
not be implemented based upon subjective judg- 
ments that cannot be substantiated. This special 
case is indicative of the general applicability of 
statistical theory in providing methods for assess- 
ing the 'quality' of earnings, a matter of enduring 
concern to standard setting bodies. 

Earnings quality can be defined in many ways. 
The particular interpretation relevant in this con- 
text 1s the ability of earnings to reflect underlying 
phenomena and, in particular, underlying values of 
income (e.g. Teets, 2002; Schipper and Vincent, 
2003). The findings of this paper support the claim 
that depreciation-type adjustments improve the 
precision and statistical properties of reported 
earnings in estimating underlying, long run prof- 
itability. Investigation of the conditions under 
which this finding holds in general is as yet limit- 
ed. However, the results so far obtained are con- 
sistent with this position and the method by which 
they can be checked for generality is defined by an 
effective procedure. Thus the results are open to 
replication by independent research. 

The principle of accounting standard-setting that 
this point exemplifies is the desirability of sup- 
porting judgment, in making choices between al- 
ternative accounting policies, by adherence to 
objective, scientific methods of analysis. The ap- 
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proach taken in this paper illustrates the use of a 
mathematical model of an accounting calculation; 
a clearly defined parameter of interest to be esti- 
mated; and clearly stated statistical criteria for 
choice of best estimator. These are standard ele- 
ments of statistical analysis. With this approach it 
is possible to obtain a categorical answer to virtu- 
ally any question regarding which accounting 
number is best for a particular purpose, given the 
assumptions on which the analysis 1s based. 

The results illustrate how it is possible to gener- 
ate distributions of accounting numbers from the 
underlying processes that determine firm value. 
Using Statistical Activity Cost Theory this may be 
done on the basis of the three fundamental meas- 
urable attributes of activity costs, start times and 
duration times. The distributions thus generated 
represent the economic characteristics of the par- 
ticular firm with those activity attributes and their 
quantiles therefore represent measurable risks spe- 
cific to that firm. For example, the lower 95th per- 
centile of an earnings distribution, estimated using 
actual data, is a measure of the risk that, 5% of the 
time, earnings will fall below the value defining 
the quantile. It is the “earnings at risk’ for a partic- 
ular firm. 

The application of this concept has far-reaching 
consequences. It provides a method, long advocat- 
ed but otherwise not clearly defined, for producing 
‘confidence interval’ financial reports, giving 
upper and lower limits for the confidence with 
which the values of items in financial statements 
can be asserted (e.g. Albrecht, 1976). The implica- 
tions for risk assessment based upon publicly 
available financial reports are obvious, since users 
would be able to compare the extent of variability 
in accounting values and thus varying levels of 
‘risk’ between different firms. In a management 
accounting context this kind of comparison is cur- 
rently being made, at a finer level of detail and 
with access to information from plant maintenance 
systems, between different asset management poli- 
cies, using a statistical activity cost analysis (Colin 
et al., 2006). In auditing, the estimation of distri- 
butions of accounting numbers offers the prospect 
of using analytic review procedures in additional 
substantive testing areas. Prior probabilities for 
earnings extending beyond specified quantiles, for 
example, could be determined from past audit data 
and used to focus attention on exceptional values 
in a manner, and with a precision, that is not cur- 
rently possible. 

Finally, the results reported in this paper have 
implications for empirical research using account- 
ing numbers, especially capital market research. A 


21 The degree of approximation may be gauged in various 
ways, e.g. using the Berry-Esseen theorem (see Feller, 
1971:542—6). 
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typical assumption made in that literature is that 
ratios of accounting numbers including earnings 
are normally distributed. This is unlikely to be the 
case. If, for example, the accounting numbers used 
in a particular ratio calculation are both approxi- 
mately normal?! Hinkley’s distribution (Hinkley, 
1969) should give a reasonable sense of what the 
parameters and shape of the distribution of the 
ratio are likely to be and it may take a form 
markedly different from the normal. Marsaglia 
(1966) demonstrated the wide variety of forms the 
ratio of two normal distributions may take, includ- 
ing multi-modal forms. However, a fairly typical 
shape for such ratios is the often observed, highly 
peaked, long-tailed distributions noticed by empir- 
ical researchers. The analysis of the preceding sec- 
tion of this paper suggests an approach to 
investigating the genesis and therefore the theoret- 
ical form of distributions of ratios of accounting 
numbers. 

These examples illustrate the wide import of 
the theory and results in this paper for the prac- 
tice of accounting. Accounting is about measure- 
ment as well as disclosure. Scientifically based 
research into issues of how financial attributes 
should be best measured is as important to the de- 
velopment of the accounting discipline as are 
positive assessments of how providers and users 
may manipulate or misunderstand financial re- 
ports. Accounting research of the type reported in 
this paper can provide answers to questions such 
as ‘Is this the best way to measure this financial 
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statement item for this purpose?’ The viewpoint 
that this question implies is that there are correct 
and incorrect ways to measure items in financial 
statements. The contrary viewpoint, that account- 
ing calculations are essentially arbitrary, risks the 
consequential deduction that it is acceptable for 
management to manage accounting information 
to produce a subjective picture of what they be- 
lieve firm value to be, encouraging creative ac- 
counting. 


The following Appendix (p328) contains two 
types of graph: 


1. A histogram showing the frequencies of earn- 
ings with a superimposed frequency curve for 
the Normal distribution. This gives an impres- 
sion of the shape of the distribution of the ex- 
perimental data. 


2. AQ-Q plot consisting of ordered values of the 
data compared to the corresponding quantiles 
of a normal distribution. The latter is a straight 
line and the closer the experimental results are 
to this straight line, the closer the fit of the ex- 
perimental results to the Normal distribution. 
The Q-Q plot gives an indication of the behav- 
iour of observations in the tails of the distribu- 
tion and of any outliers. 


In (1) the y-axis measures frequencies while the 
X-axis measures the values of earnings generated 
by the relevant experiment. In (2) both axes meas- 
ure earnings. 
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Appendix 


Figure 1: S1 - Histogram of undepreciated omrings Figure 6: S2 - Distribution of depreciated earmngs 


(Rational expsotations) 
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Figure 9. S3 - Histogram of depreciated earnings 
(Rational expectations) 
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Figure 10: S3 - Distribution of undepresiated eamings 
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Appendix (continued) 


Figure 16; S7 - Distribution of depreciated earnings 
(Random expectations) 





Figure 12. 37 - Histogram of depreciated earnings Figure 17: 87 - Distribution of depreciated carnings 
R ations (Rational expectations) 
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Figure 13: 87 - Estogram of depreciated earnings 
(Rational expectations) 
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Figure 19. 38 - Histogram of undepreciated earnings 


Figure 14: S7 - Histogram of depreciated cammgs 
(Accuraie expectations) 





Figere 26: SS. Histogram of depreciated ¿eran 
(Rex expectations) 





23 H WI We 0j n» rs 





329 


330 


Appendix (continued). 


+ 


Figure 21: S8 - Bs of deprocinted carnings 
R tations 








Figure 23: 88 - Distributran of undeprociated earnings 
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Figure 24: S$ - Distribution of depreciated sarnings 
(Random expectations) 
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Figure 25: 88 - Distribution of doprociatod earnings 


(Rational expectations) 





ACCOUNTING AND BUSINESS RESEARCH 


Figure 26. S8 - Distribution of deprecisted earnings 
(Accurate expectations) 
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Figure 27: S9 - Histogram of undepreciated earnings 
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Figure 28: 39 - Histogram of depreciated carnmgs 
(Random expectations) 
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Figure 29. S9 - Histogram of depreciated earnings 
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Figure 30. 89 - Histogram of deprociated earnings 
(Accurate expectations) 
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Appendix (continued) 


Figure 31: 89 - Distribution of undeprociated eernings 
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Figure 32: 39 - Distribution of depreciated earnings 
(Random expectations) 
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Figure 33. 59 - Distribution of depreciated earnings 
(Rational expectations) 
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Figuro 35: 310 - Histogram of undepreciated earnings 
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Figure 40° 810 - Distribution of depreciated carnings 
(Random expectations) 
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Appendix (continued) i 


Figure 41: 810 - Distribution of depreciated earnings Figure 46. 311 - Histogram of depreciated carnmgs 
(Rationel expectations) (Accurate pee) 
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Figure 48: 511 - Distribution of deprociated earnings 
(Random expectations) 
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Figure 45: S11 - Histogram of depreciated earnings Figure 50: S11 - Distribution d dcprcoiatcd earnings 
(Rational expectetions) tations 
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Appendix (continued) 


Figure 31 312 - Histogram of undepreciated earnings 
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Figure $T 312 - Hist of depreciated earnings 
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Figure 33 S12 - Histogram of depreciated camings 
{Rational expectations) 
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Figure 54. 312 - Histogram of depreciated earnings 
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Figure 57: 312 - Distribution of depreciated earnings 
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Figure 58° 512 - Distribution of depreciated carnmgs 
(Accurate expectations) 
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Figure 60: 313 - Histogram of depreciated earnings 
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Appendix (continued) 


Figure 61: $13 - ee e Figure 66: 313 - Distribution of depreciated earnings 
(Accurate expectations) 
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Figure 68: S11B - Histogram of deprociated earnings under 
impairment (Revised accurate expectations not 
recognised) 
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Figure 64: S13 - Distribution x depreciated earnings Figure 69. SIIC - Histogrsm of depreciated earnings under 
(Random expectations) impairment (Original estimates of residual value 
remain accurate) 
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Figure 65: S13 - Distribution of depreciated earnings 
(Rational expectations) 
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Fair value and executory contracts: 
moving the boundaries in international 


financial reporting 
Peter Walton* 


Abstract—The paper contributes to the research agenda of studies on accounting measurement by suggesting that 
incremental change is taking place in IFRS which has the effect of moving recognition of assets and liabilities to 
an earlier point in the transaction cycle. This is manifested in recognition of executory contracts and changes in eco- 
nomic state in some standards. The professional debate about fair value obscures the underlying boundary shift. 
Fair value is used to simulate completion of the transaction cycle. The use of fair value in this way is accompanied 
by a change in emphasis as to how reliability should be construed, with representational faithfulness being ad- 
vanced over verifiability. The recognition of income and expense earlier in the cycle is corrected on final realisa- 
tion, so the overall profits or losses of the entity are not changed, although recognition may take place in different 


periods than under historical cost. 


1. Introduction 
The question of the use of fair value in 
International Financial Reporting Standards 
(IFRS) has come to be a key issue in accounting 
debate. While the notion of using an external value 
for a transaction that has no observable cost is very 
far from new, constituents have previously reacted 
strongly to the use of fair value in the standards of 
the International Accounting Standards Committee 
(IASC) and the US Financial Accounting 
Standards Board (FASB) on accounting for finan- 
cial instruments. The controversy over fair value 
was such that the IASC took 12 years to issue IAS 
39 Financial Instruments: Recognition and 
Measurement and, once the European Commission 
adopted IFRS for European listed companies 
(Regulation CE 1606/2002), one of the key issues 
raised by constituents was that of fair value. For 
example, in 2003 French president Jacques Chirac 
wrote to Commission president Prodi! claiming 
that the use of fair value would destabilise the fi- 
nancial markets, probably the first time a national 
political office-holder has taken a position on a 
technical accounting question. 

The issue remains in the forefront of debate 
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about IFRS, partly as a result of convergence with 
US standards. Sir David Tweedie, chairman of the 
International Accounting Standards Board (IASB), 
when speaking in January 2006 to the Economic 
and Monetary Affairs Committee of the European 
Parliament, acknowledged this: ‘Many of the is- 
sues of concern about the FASB-IASB joint work 
are based upon concerns about the possible exten- 
sion of the use of fair value accounting in new 
standards.’ (Tweedie, 2006:5). Writing about the 
announcement of the details of the FASB/TASB 
technical programme, Jopson (2006:18) wrote: 
“As the first proposed changes trickle out, experts 
will be watching for two things guaranteed to raise 
the hackles: inappropriate use of fair value and 
overly prescriptive rules.’ 

Another indicator of constituents’ perceptions is 
an article in Global Eye on IFRS, a monthly 
newsletter published by Ernst & Young. On page 2 
of the January 2006 issue the lead article opens: 
‘The IASB is intent on introducing “fair value” as 
the primary basis for measuring amounts reported 
in financial statements’. The article goes on to 
argue that fair value means a market-based value, 
but that in practice such values are hard to observe: 
‘The practical reality is that no “level 1” or “level 
2" (i.e. using market observations) valuation will 
be available for most assets and liabilities that will 
be required to be measured at fair value. Fair val- 
ues will instead be determined by hypothesising 
what a market price would be if there were a mar- 


! Letter of 4 July 2003. 
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ket, very often based on management assumptions 
about the future, and using a management model.’ 
The article goes on to say the use of fair values 
‘raises many questions about the reliability and un- 
derstandability of the information’. 

The FASB itself, in its exposure draft on fair 
value measurement (FASB, 2004: para. C2), says 
in the Basis for Conclusions that ‘conceptually, 
fair value is a market-based measurement that is 
not affected by factors specific to a particular enti- 
ty. Accordingly, it represents an unbiased measure- 
ment that is consistent from period to period and 
across entities.’ The board acknowledges that con- 
cerns have been expressed about the reliability of 
fair value measurement but points out that it is 
aware that there are problems in its use, which is 
why it is used only in limited circumstances. The 
purpose of the exposure draft is to provide detailed 
guidance on making fair value estimates, with the 
intention of making estimates more reliable and 
more comparable (FASB, 2004: C3—C4). 

The use of current values in financial reporting 
is also the focus of a good deal of research (e.g. 
Aboody et al., 1999, Barth et al., 1995) that sets 
out to test whether such information provides a 
better predictor of future share prices. Barker 
(2004) reviews the literature on value relevance 
and notes that research supports the notion that re- 
porting changes in value of assets and liabilities 
increases the predictive ability of financial state- 
ments. Since 2005 many more companies have 
started to use IFRS 1n their financial statements, 
and there should be much more data available for 
analysis. Àn issue identified here is that the use of 
fair value in IFRS results not only in providing in- 
formation about changes in values but also in 
recognising transactions earlier than is the case 
under historical cost. 

This paper will argue that while the concern 
about fair value is undoubtedly very strong, the de- 
bate, as indicated above, focuses on two issues: 
whether fair value is more appropriate than histor- 
ical cost as a measurement base, and whether it 
gives reliable measurement. The paper will argue 
that the use of fair value is not an end in itself; it is 
rather a means of achieving a different end, name- 
ly that of recognising transactions earlier in their 
cycle, an aspect that is largely ignored in debate. 
This has the effect of widening the view of the en- 
tity encapsulated in the financial statements. The 
paper will also argue that the move towards earli- 
er recognition has been accompanied by a change 
in what is understood by reliability in financial 
statements, as the representation of economic phe- 
nomena is privileged over certainty of measure- 
ment. Finally, it will make the case that the 


? The term 'executory contract' is used to mean a legally 
binding contract which is still in the course of execution. 
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concern about unreliability is perhaps overstated, 
to the extent that all transactions recognised ahead 
of realisation at fair value revert ultimately to his- 
torical cost. Earlier recognition may result in the 
reporting of fluctuations as the transaction is re- 
ported in real time, instead of being reported as 
history, only when the final outcome is known. 


2. Earlier recognition in financial 


statements 

Hines (1988) discusses the significance of recog- 
nition to the perception of what is the entity. 
Hines' master emphasised that recognition came 
with realisation of a transaction, and this was what 
determined the boundaries of the entity. What is 
being suggested in this paper is that fair value is 
used, notably in IAS 39, but also in IAS 41 
Agriculture and IAS 37 Provisions, Contingent 
Liabilities and Contingent Assets, to simulate the 
realisation of a transaction and cause recognition 
earlier in the transaction cycle — thus moving the 
boundaries of the entity as represented in the fi- 
nancial statements, or moving more things to with- 
in Hines' fence. 

Contingent theories of accounting change (as for 
example set out in Haller and Walton, 2003: 3/4) 
suggest that there is a cycle in financial reporting 
where a state of equilibrium, in which preparers 
and users are satisfied that the existing rules con- 
vey sufficiently accurate signals for the market to 
function, continues until it is broken by new infor- 
mation suggesting that in practice some informa- 
tion that is necessary for the market 1s not being 
captured. This often occurs as a financial scandal 
becomes public, notoriously as in the case of 
Enron, which was followed by the Sarbanes-Oxley 
Act and a revision of accounting rules for special 
purpose entities. 

An earlier example of a shift in circumstances is 
the growth in the use of derivatives and futures 
contracts to manage currency and interest rate ex- 
posures and sometimes commodity prices. The 
rapid rise in this kind of economic activity brought 
about a situation where companies (and sometimes 
municipalities) were engaged in contracts whose 
outcomes were uncertain and which were largely 
unrepresented in the balance sheet, because they 
were incomplete transactions which escaped the 
measurement model. As Pacter (1998:23) notes: 
"Iraditional accounting principles simply do not 
cope very well with these new kinds of financial 
instruments and today's types of transactions in 
them.’ 

The traditional accounting model largely ignores 
executory contracts,” except in the context of ac- 
counting for long-term contracts, even though 
some accounting theory texts (e.g. Hendriksen, 
1982: 72-3) have long recognised that in many 
cases economic activity is gradual, while accept- 
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ing that the practicality of reliable measurement 
militated against recognising that in accounting. 
The problems with financial instruments high- 
lighted the fact that the executory contract has po- 
tential value for the business and challenged 
accounting to move its boundaries to acknowledge 
this. LAS 39 was part of the regulatory response to 
the non-disclosure of executory contracts that had 
potentially a great significance for the financial sit- 
uation of an entity (Cairns et al., 2002:364), and 
the excessive time taken to reach agreement can be 
seen as reluctance to move the long-established 
boundaries of reporting. 

International standards started to move in the 
last decade towards recognising the potential sig- 
nificance of incomplete transactions. In 1990, the 
IASC's Draft Statement of Principles on financial 
instruments proposed that operating financial as- 
sets and financial liabilities should be recognised 
at fair value (Cairns et al., 2002:365). IAS 37, fi- 
nalised in 1998, has the notion of an onerous con- 
tract (‘the unavoidable costs of meeting the 
obligations under the contract exceed the econom- 
ic benefits expected to be received from it’: 
para.10), and represents a first step towards bring- 
ing executory contracts within the boundaries of 
financial reporting. The scope of IAS 37 excludes 
contracts for financial instruments (dealt with 
under IAS 39 Financial Instruments: Recognition 
and Measurement) and all executory contracts 
other than onerous ones. [AS 37 reflects the pru- 
dent bias of the traditional model, recognising ex- 
ecutory contracts as significant but addressing 
only those that are liabilities and not those that are 
assets. IAS 39, also first published as a standard in 
1998, goes much further, however, by recognising 
both assets and liabilities that arise from executo- 
ry contracts that are financial instruments. 

One issue common to both IAS 37 and IAS 39 is 
that there could be negative (or positive) changes 
in the value of the entity, arising from executory 
contracts, and which were not recognised at all, 
because there was no completed transaction with a 
measurable cost to cause them to cross the tradi- 
tional recognition threshold. To an extent this 
could also be said about the subject of IAS 41. 
Once again the standard-setters were addressing 
an issue where value changes took place on a con- 
tinuous basis — the growth of biological assets 
(crops and animals) — often with no measurable 
initial cash transaction to cause them to be recog- 
nised, or, if there were a cash transaction, with no 
subsequent acknowledgement of significant value 
changes. 

Into this last category also came investment 
properties, the subject of IAS 40. These would 


3 Project information from IASB website, up to date as at 9 
December 2005, consulted 7 March 2006 
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have an initial historical cost and would therefore 
be recognised within the boundaries of the entity, 
but they are held partly to make holding gains, 
which are only recognised on disposal under a his- 
torical cost approach. IAS 40 allows the option of 
recognising value changes on a year-by-year basis. 

The recognition boundaries of international stan- 
dards have been moving in the last decade. 
Existing standards have already crossed into the 
area of recognising assets and liabilities arising 
from executory contracts and reinforced the idea 
of recognising changes in assets and liabilities that 
do not arise from completed transactions. Some of 
the work being done on revenue recognition by the 
respective staffs of the FASB and IASB extends 
the movement into this area. While only at the dis- 
cussion stage, staff analysis so far? is based on 
recognising assets and liabilities, rather than com- 
pleted transactions. In practice this means examin- 
ing all non-cancellable executory contracts from 
the time the contract is signed, to determine 
Whether there are assets and liabilities. The analy- 
sis suggests that, once a non-cancellable contract 
exists, there is a liability (known as the 'perform- 
ance obligation’) and a right to receive considera- 
tion. This project is still at the stage of analysis and 
no decisions have been taken, at the time of writ- 
ing, but the staff analysis demonstrates an interest 
in the idea of recognising that economically signif- 
icant elements exist before the transaction is com- 
pleted. 

The FASB fair value exposure draft (FASB, 
2004) defines fair value as 'the price at which an 
asset or liability could be exchanged in a current 
transaction between knowledgeable unrelated 
parties' (para. 4). It says that the objective of fair 
value measurement is 'to estimate an exchange 
price for the asset or liability being measured in 
the absence of an actual transaction' (para. 5). It is 
interesting that the language used emphasises the 
idea of simulating a transaction, even though this 
aspect is not developed further in that document. 

The contention set out here is that the recogni- 
tion of a transaction earlier in its cycle, by simulat- 
ing a realisation, enlarges the scope of what is 
recognised in financial statements, and thereby ex- 
pands the boundaries of the statements from that 
previously accepted. 


3. Reliability in IFRS 

The second issue is a possible shift in what stan- 
dard-setters consider reliability to mean in terms 
of measurement in financial statements and how 
this may impact on what is recognised in finan- 
cial statements. The IASB Framework for the 
Preparation and Presentation of Financial 
Statements says that to be recognised, assets and 
liabilities must be capable of being measured with 
sufficient reliability. But recent standards and the 
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discussion that has accompanied them suggest that 
the standard-setter’s notion of reliability is some- 
what different from that of the wider constituency 
of accountants. 

The European Financial Reporting Advisory 
Group (EFRAG) has drawn attention to this differ- 
ence. In a letter to the IASB discussing measure- 
ment issues, Stig Enevoldsen, chairman of 
EFRAG’s Technical Expert Group, writes: 


‘Although "reliability" has always been de- 
scribed in the Frameworks as something that is 
more complex than the dictionary definition of 
“reliability”, that is not how most commentators 
have tended to use the term; in their view the 
term is about how “soft” and subjective the in- 
formation is.”* 


The IASB Framework for the Preparation and ` 


Presentation of Financial Statements (para. 31) 
says “information has the quality of reliability 
when it is free from material error and bias and can 
be depended upon by users to represent faithfully’. 
This can be seen in IFRS 2 Share-based Payment 
that requires that a share option is expensed, based 
on its value at grant date. The value of the option 
in a listed company can only be measured by ob- 
servation in the market at vesting date, or by the 
completed transaction when the option is exer- 
cised. Employee share options cannot be traded, so 
there is no observable market price before vesting 
date. The standard says that entities should use a 
valuation technique ‘consistent with generally ac- 
cepted valuation methodologies for pricing finan- 
cial instruments’ (para.17). 

In the Basis for Conclusions, the standard 
(BC296) says: ‘Accounting often involves making 
estimates, and therefore reporting an estimated fair 
value is not objectionable merely because that 
amount represents an estimate rather than a precise 
measure’. The Basis also emphasises (BC300) that 
in the board’s view, ‘representational faithfulness’ 
was just as important as being ‘free from material 
error’, and indicates that entities needed to take ac- 
count of a trade-off between the two qualities. This 
suggests a shifting of the balance between repre- 
sentation of an economic phenomenon, and cer- 
tainty of measurement. 

More recently, the IASB and FASB issued a 
joint discussion paper on the qualitative character- 
istics of financial reporting in July 2006. 
Preliminary Views on an improved Conceptual 
Framework for Financial Reporting: The 
Objective of Financial Reporting and the 
Qualitative Characteristics of Decision-useful 


^ Letter to Sir David Tweedie, dated 23 February 2006, ap- 
pendix paragraph 1(b)(i), published on EFRAG website 
(www.efrag.org) 
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Financial Reporting Information says that the 
qualitative characteristics are relevance, faithful 
representation, comparability and understandabili- 
ty (para. QC7). It is proposed to abandon reliabili- 
ty as an identified characteristic and replace it with 
faithful representation. 

A second example concerns the tentative deci- 
sion, put forward in the 2005 exposure draft of 
amendments to IAS 37, to abandon the notion of 
contingent assets and liabilities and recognise 
rights and obligations on a probability-weighted 
basis. Under IAS 37, contingent assets and liabili- 
ties have to be disclosed but not recognised. They 
are possible rights and obligations whose exis- 
tence will be confirmed by a future event not 
wholly within the control of the enterprise 
(para.10). If the event is “probable” (more likely to 
happen than not in IASB usage), a liability is 
recognised. Probability is the threshold criterion, 
acting as an on-off switch: once past the threshold, 
the contingent nature has disappeared and the 
whole amount is recognised. 

The analysis in the exposure draft (Amendments 
to IAS 37 Provisions, Contingent Liabilities and 
Contingent Assets and IAS 19 Employee Benefits, 
issued on 30 June 2005) and also discussed in Rees 
(2006) is that contingent assets and liabilities are 
usually a combination of an unconditional right or 
obligation and a conditional right or obligation. 
For example, when being sued for damages, an en- 
tity has (a) the unconditional obligation to pursue 
the case, and (b) the conditional obligation to pay 
damages, depending upon the court’s decision. 
The two taken together are a contingent liability in 
IAS 37 if the probability of having to pay damages 
is higher than 50% and a disclosure of the full 
amount of the claim would be made. However, 
under its new analysis, the board considers that the 
unconditional obligation fulfils the definition of a 
liability and so should potentially be recognised, 
while the conditional obligation does not meet the 
definition. Nevertheless, the probability of the 
conditional obligation crystallising should be used 
in measuring the unconditional obligation over the 
whole range of values. So if an entity reckons it 
has a 10% chance of having €50,000 damages 
awarded against it, it should recognise a liability of 
€5,000. Under this approach probability ceases to 
be a threshold and becomes part of a variable 
measurement scale. The use of probabilities to cal- 
culate outcomes has been taught as a management 
decision tool for decades, but is now appearing in 
accounting Measurement. 

Many accountants are likely to think that this re- 
definition changes what they had understood by 
reliability in financial reporting. The IASB 
Framework for the Preparation and Presentation 
of Financial Statements notes (para.83) that assets 
and liabilities can be recognised only when they 
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‘can be measured with reliability’. If reliability 
means, as Enevoldsen suggests, verifiability, it is 
difficult to see how a 10% chance of success is 
verifiable. Commentators on the exposure draft 
(analysed in the IASB Observer Notes for the 
February 2006 meeting of the board, para, 92) note 
that lawsuits typically have a binary outcome and 
also that estimating the outcome is particularly 
difficult. 


4. Consequences of early recognition 
Recognition earlier in the cycle is much criticised 
by banks and insurance companies (and indirectly 
by Jacques Chirac, the French president, in his let- 
ter cited above) for creating instability in financial 
statements. The argument seems to be that where 
there is a long-term transaction (for example a life 
assurance policy) the important issue is the final 
settlement values. Recognising parts of the trans- 
action ahead of final settlement is no guide to the 
final outcome. 

A draft framework for financial reporting issued 
by the CFA Institute takes a different view (CFA, 
2005:12): 


‘Opponents of fair value reporting argue that 
measuring and recognizing assets and liabilities 
at fair value in the financial statements intro- 
duces volatility into the financial statements. We 
argue to the contrary: if fair value measurement 
results in greater volatility, then the measure- 
ment has merely unmasked the true economic 
reality that was already there. One of the most 
important evaluations investors must make is to 
ascertain the degree of risk to which an invest- 
ment is exposed: the greater the volatility, the 
greater the risk. The risk is then weighed against 
the investment's expected returns. Reporting 
methods that mask true volatility do a great dis- 
service to investors, impair their ability to make 
well-founded investment decisions, and can re- 
sult in inefficient allocations of capital.’ 


When IAS 21 The Effects of Changes in Foreign 
Exchange Rates was introduced in 1983, there was 
some concern that unsettled financial assets and fi- 
nancial liabilities denominated in a foreign curren- 
cy had to be converted using the closing rate (1.e. 
to be measured at fair value at balance sheet date), 
and this could give rise to artificial fluctuations as 
unrealised gains and losses were passed through 
the income statement. The counter argument was 


5 The Savary Ordonnance of 1673 brought in the notion of 
the business making an annual inventory of assets and liabili- 
ties at current values, and this has remained in French law as 
a test of balance sheet values. 

6 Use of fair value can as easily lead to deflated values as in- 
flated ones. 
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that the spot rate at the balance sheet date was the 
best available estimate of the settlement rate (e.g. 
Wallace and Ogle, 1983: 5). Put another way, the 
spot rate at any given moment impounds all the 
available knowledge about the future market rate. 

Preparers have subsequently appeared to accept 
this approach. At least measurement of outstand- 
ing balances of financial instruments denominated 
in a foreign currency does not appear on IASB 
analyses of topics of concern to preparers, nor in 
the current professional literature. However, the 
foreign currency example does demonstrate that 
although fluctuations which reflect market move- 
ments are incorporated into the annual profit, 
when the outstanding financial instrument is set- 
tled, the net gain or loss is finally crystallised. 
From this it is clear that reporting incomplete 
transactions by simulating completion at interim 
stages has the effect of reporting value changes 
during the life of the transaction but does not 
change the net profit or loss in aggregate on the 
transaction. Value changes are reported period by 
period, rather than only in the settlement period, 
and the transaction is 'trued-up' at settlement. 

Barker (2004) argues that investors are better in- 
formed as a result of reflecting value changes. He 
advocates a matrix income statement that distin- 
guishes between initial measurement and subse- 
quent changes. The implication is that if volatility 
is present but clearly identified, analysts will not 
be misled. 

By way of a historical experience of using fair 
value, French accounting has long had the notion 
of recognising changes in economic value in gen- 
eral, both in terms of impairment, through the 
annual inventaire? and through the possible reval- 
uation of assets. Richard (2004) points out that fair 
value was used in France for individual assets in 
manufacturing entities the 19th century. He says 
that it was thought appropriate to use conservative 
valuation techniques because of the fragility of the 
businesses. Factories were not amortised, they 
were valued at the re-sale price at each balance 
sheet date, leading to massive write-offs immedi- 
ately the asset came into service. He argues that 
management preferred this kind of approach be- 
cause it had a beneficial effect on cash flows by re- 
stricting payment of dividends until after the asset 
had paid back the initial investment. However, he 
notes that investors were less enthusiastic about 
the dividend effect, and that pressure from this 
source, eventually reinforced by the introduction 
of income tax at the beginning of the 20th century, 
led to the current model of financial reporting 
which assumes a going concern and amortises as- 
sets over their estimated future lives. This ap- 
proach causes costs to be spread evenly, allowing 
a steady flow of dividends to shareholders and 
taxes to the government. 
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5. Conclusion 

This paper has attempted to draw attention to 
apparently neglected issues underlying standard- 
setters’ use of fair value. It 1s suggested that the 
problem for the standard setter is that the existence 
of executory contracts may have a significant im- 
pact on the value of the company. Fair value is 
being used in recent international standards to 
measure the effect of an executory contract by 
recognising a transaction ahead of completion of 
that transaction. Its use in this way has the effect of 
changing the view of the entity that is presented in 
the financial statements. Using Hines’ metaphor, 
the fence that marks the reported view of the or- 
ganisation is being moved to encompass some 
transactions while they are still in process. To the 
extent that the reporting rules define perceptions of 
the entity, such a change will give a different view 
of the entity and may recognise volatility. There is 
potential for research interest in designing experi- 
ments to capture the effect of such volatility. 

This paper suggests that this change in the 
boundaries has been accompanied by a change in 
what is understood by reliability in accounting 
measurement: the FASB and IASB are giving 
more emphasis to representational faithfulness, 
and less to measurement certainty. They appear to 
be saying that some representation of what is tak- 
ing place economically, even if its measurement is 
estimated and uncertain, is better than deferring 
recognition until a transaction is completed. 

It should be noted, notwithstanding, that this ap- 
proach is analogous with the treatment of unsettled 
financial items denominated in a foreign currency, 
which is not regarded as controversial, and that 
these incomplete transactions are finally recorded 
at their settlement figure. The effect of simulating 
earlier completion of the transaction is to recog- 
nise gains and losses earlier than would otherwise 
have been the case, and may therefore induce 
volatility, which the analysts and standard-setters 
argue was already there but was not acknowl- 
edged. The lifetime profit or loss on the transaction 
is not changed. 

A significant issue for research design may be 
that people are accustomed to financial statements 
presenting settled transactions, with no uncertain- 
ty. They may not want uncertainty brought into fi- 
nancial statements by representing transactions at 
successive stages in their life cycle. Philip Roth 
(2004), in his novel, The Plot Against America, 
mentions the relationship between history and the 
future: 


"Ihe unfolding of the unforeseen was every- 
thing. Turned wrong way round, the relentless 
unforeseen was what we schoolchildren studied 
as ‘history’ — harmless history, where everything 
unforeseen in its own time is chronicled on the 
page as inevitable. The terror of the unforeseen 
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is what the science of history hides, turning dis- 
aster into an epic.’ 


While Roth is talking about more dramatic 
events, some of the emotion generated by fair 
value and recognition of incomplete transactions 
may be explained as deriving from the expansion 
of the reporting boundary, moving from a comfort- 
able history of the transaction, viewed from after 
realisation, to looking at how the transaction un- 
folds. 
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A ranking of accounting research output in 
the European region: a correction 
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Correction: 


Chan, K.C., Chen, C.R. and Cheng, L.T.W. (2006). *A ranking of accounting reséarch 
output in the European region'. Accounting and Business Research, 36 (1): 3—17. 


EDITORIAL NOTE 

It has been drawn to the attention of the editor and 
the authors that there were errors in Table 3 and 
Appendix 2 of the paper Chan et al. (2006). There 
were two sources of error: changes of institutional 
. name that were not identified by the researchers 
and the Anglicisation of some institutional names 
in English language journals causing the appear- 
ance of a different name from that of the native 
language in the computer analysis. The authors 
have re-examined their data in the light of com- 
ments from various quarters and have recalculated 
the weighted and unweighted numbers of articles. 
The corrected rankings, with the weighted and un- 
weighted numbers of articles, are published below. 
The most significant consequences for relative 
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ranking relate to the Helsinki School of Economics 
and the University. of Maastricht. In the case of the 
Helsinki School of Economics, the entries previ- 
ous ranked as 25 and 68 are now combined to pro- 
duce a ranking of 21. In the case of the University 
of Maastricht (formerly know as the University of 
Limburg at Maastricht), the entries previously 
ranked as 44 and 55 are now combined to produce 
a ranking of 23. There are further corrections to the 
weighted and unweighted numbers of articles for 
the University of Valencia, University College 
Cork, the University of Gothenburg and the 
University of Ghent. There are also corrections for 
geographical inaccuracies in the original tables. 

The authors have apologised for the errors and 
oversights and I appreciate the care they have 
taken in checking their data again. I would also 
like to thank Willem Buijink, Juha Kinnunen, 
Frank Moers, Nicolas Mottis and Peter Walton for 
their helpful guidance in pointing out aspects re- 
quiring correction. 

The responses to the paper have indicated a pas- 
sionate awareness in: Europe of the importance of 
making a wider audience aware of the range of re- 
search activity taking place across the continent 
and it seems likely that we will see analyses in fu- 
ture that are not constrained by the boundaries of 
the English language. 

Pauline Weetman, editor 
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Table 3 (corrected) 
Ranking of European universities by weighted number of articles in 19 leading accounting journals 


This Table provides a ranking of European universities by weighted articles in 19 accounting journals during 
the period of 1991—2002. The weights are by co-authorship and co-affiliations. The number of unweighted ar- 
ticles as well as the country of the universities are also presented. 


Rank Institutions Country Weighted Unweighted 
number of number of 
articles articles 

1  U Manchester UK 63.65 129 

2 London School Economics UK 55.58 78 

3  U Edinburgh UK 50.42 78 

4 Cardiff U UK 47 25 99 

5 U Dundee UK 31.72 70 

6 Lancaster U UK 31.50 56 

7 U Glasgow UK 29.53 52 

8 U Essex UK 27.90 49 

9 U Exeter UK 24.67 44 
10 U Warwick UK 23.25 39 
11 UManchester Institute Science & Tech UK 2323 46 
12  U Sheffield UK 22.82 49 
]3 U Strathclyde UK 20.78 43 
14 U Cambridge UK 20.67 30 
15 Copenhagen Business School Denmark 20.25 35 
16 U Wales-Aberystwyth UK 18.25 34 
17  U Reading UK 18.17 24 
18 U Stirling UK 17.62 39 
19  U Bristol UK 17.17 26 
20  U Leeds UK 16.33 31 
21 Helsinki School Economics Finland 16.33 29 
22 U Southampton UK 14.83 24 
23 U Maastricht Netherlands 13.79 31 
24 U Cyprus Cyprus 12.92 22 
25 U Nottingham UK 11.83 17 
26 U Vaasa Finland 11.75 21 


The correction for Appendix 2 is as follows: 
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Appendix 2 (corrected) 


European universities that are ranked from 27 to 100 in research output 
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This Table provides a ranking of European universities from 19 accounting journals in 1991—2002. The weights 
are by co-authorship and co-affiliations. Rankings are based on number of weighted articles published with 


total number of articles as the tie-breaker. The weights are by co-authorship and affiliation. 


53 (tied) 


67 (tied) 


Norwegian School Economics and BA 


Oxford U 

U London 

Turku School Economics and BA 
Catholic U Leuven 

U West England 

U Newcastle-upon-Tyne 

U de Valencia-Spain 

Cass Business School, City U 
U Aberdeen 

U Wales-Bangor 

Johann Wolfgang Goethe-U 
Open U 


U East Anglia 
Loughborough U 
Sheffield Hallam U 

U Groningen 

Stockholm School Economics 
U Carlos III de Madrid 
U Bradford 

Heriot- Watt U-Edinburgh 
U Hull 

U Antwerp 

Erasmus U Rotterdam 

U College Cork 

London Business School 
HEC 

U College Dublin 

Vrije U Amsterdam 

U Portsmouth 

Dublin City U 

Athens U Economics and Business 
Aston U 

U York 

INSEAD 

Stockholm U 

U Ulster 

Queen’s U-Belfast 

U Amsterdam 

U Graz 

U Gothenburg 

U Zaragoza 

U Ghent 

U Jyvaskyla 

U Paris-Dauphine 
ESC-Paris 

Glasgow Caledonian U 
Odense U 

U Plymouth 

U Pompeu Fabra 

U Southern Denmark 
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Belgium 
Netherlands 
Treland 

UK 

France 
Ireland 
Netherlands 
UK 

Ireland 
Greece 

UK 

UK 

France 
Sweden 
UK 

UK 
Netherlands 
Austria 
Sweden 
Spain 
Belgium 
Finland 
France 
France 

UK 
Denmark 
UK 

Spain 
Denmark 
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Appendix 2 (corrected) continued 
European universities that are ranked from 27 to 100 in research output 


98 (tied) 


U Paisley 

U Lodz 

U Geneva 

Thames Valley U 

Tilburg U 

U Tampere 

Middlesex U 

U Aarhus 

U Augsburg 

Eindhoven U Technology 

U East London 

Napier U-Edinburgh 

U Huddersfield 

Royal Institute Technology-Stockholm 
U Zurich 

U Pablo de Olavide de Sevilla 
ESSEC 

U Liverpool 

Bodo Graduate School Business 
Swedish School Economics and BA 
U Ca Foscari di Venezia 


UK 

Poland 
Switzerland 
UK 
Netherlands 
Finland 

UK 
Denmark 
Germany 
Netherlands 
UK 

UK 

UK 
Sweden 
Switzerland 
Spain 
France 

UK 
Norway 
Sweden 
Italy 
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Book Review 


Accounting Standards: true or false? R. Anthony 
Rayman. London: Routledge, 2006. x + 23pp. 
£19.99. 


In this book, Anthony Rayman seeks to show that: 
(a) financial accounting standard-setters are bark- 
ing up the wrong tree in their attempts to lay down 
accounting standards that are conducive to pre- 
senting a ‘true and fair view’ based on the conven- 
tional financial accounting model; and (b) a model 
based on the ‘separation of funds and value’ (i.e. of 
a statement of ex post funds flows and a statement 
showing an ex ante ‘planned investment rate’) pro- 
vides the only way via the latter statement of pre- 
senting a “true and fair reflection’ of financial 
performance. (The former statement, presumably 
with an historical cost balance sheet, is intended to 
satisfy the need for stewardship accounting.) 
According to Rayman, the conventional model 
that seeks to serve the purposes of both steward- 
ship and performance measurement confuses two 
incompatible objectives. His argument is based on 
the following: 


* the ‘Kaldor criterion’, viz. that ‘the main pur- 
pose of accounting is to exhibit, for the propri- 
etors of the business, the actual results in terms 
as nearly comparable as can be to the expected 
results ... [so as to] make it possible for the 
proprietors to judge whether the business ... 
fulfils those expectations in the light of which 
they invested their capital, and which they 
alone are capable of deciding’ (Kaldor, 1955, 
quoted on p.4 of the book and elsewhere); 


e a critique of the conventional financial ac- 
counting model from the perspective of per- 
formance measurement which, following A L., 
Thomas’s two ‘Studies in Accounting Research’ 
(Thomas, 1969, 1972), might be called “The 
Allocation Problem Part 3’. Rayman shows 
that even if asset (and liability) values are not 
an issue, the model cannot report periodic rates 
of return on investment that are a fair reflection 
of the underlying rate of return of the firm un- 
less the volume of activity remains constant; 


* acritique of conventional investment appraisal 
techniques on the grounds that they use cash 
flows to the firm rather than cash flows to the 
investor to calculate Net Present Value or the 
Internal Rate of Return; 
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* anextension of the above two critiques to what 
he considers to be the failures of corporate gov- 
ernance under ‘managerial capitalism’; 


* the presentation of his segregated model, fol- 
lowed by a discussion of the implications for 
accountability and audit, the 'expectation gap' 
and the conceptual framework. 


In his introduction to The Allocation Problem: 
Part H (Thomas, 1972), A. L. Thomas likens him- 
self to Prince Golaud in Maurice Maeterlinck's 
Pelléas et Mélisande, when he becomes lost in the 
forest when hunting, and compares the conven- 
tional financial accounting model to the animal 
Golaud was hunting, quoting the words 
Maeterlinck gives to Golaud: ‘God knows where 
that beast has led me. I thought I had killed it, and 
here I see traces of blood.' (Thomas quotes the 
original French.) Indeed, the conventional finan- 
cial accounting model has shown remarkable re- 
sistance to attacks on a priori grounds. Mattessich 
(1964), in another literary allusion, compared it to 
the Russian general Kutuzov in Leo Tolstoy's War 
and Peace, who, while unable to defeat Napoleon 
(the Russian winter did that), provided the Russian 
people with ‘a mighty bulwark against chaos’ that 
enabled it to stand firm against the invader. For 
Mattessich, the conventional accounting model, 
with all its shortcomings, provides such a bulwark 
in our economic dealings. 

To what extent, then, can Rayman be said to 
have succeeded where others have failed? Since 
about the mid-1970s, aprioristic critiques of the 
conventional financial accounting model and pro- 
posals for alternative models (such as Rayman, 
1969 and Sorter, 1969) have been out of fashion. 
Following the publication by the AAA of its 
Statement of Accounting Theory and Theory 
Acceptance (AAA 1977), if not before, academic 
accountants (in the English-speaking world, at 
least) started to lose interest in issues of normative 
accounting theory which, for lack of empirical 
grounding, were perceived to be irresolvable. 
Following Beaver (1968) and Ball and Brown 
(1968), they increasingly turned to empirical issues 
of the production and use of financial accounting 
information, for which purpose hypotheses de- 
rived from microeconomics were developed and 
tested with the intent of developing a body of the- 
ory which would be explanatory and predictive of 
financial accounting phenomena but not normative 
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— the so-called “positive accounting theory” of 
Watts and Zimmerman (1986) which may, how- 
ever, be ‘conditionally normative’ (Mattessich, 
1995 ch.11; Archer, 1998). 

Accounting standard-setters, however, contin- 
ued their search for a “conceptual framework' 
throughout the 1970s, and are indeed still at 1t (the 
IASB and the FASB are currently working on the 
development of a common conceptual framework 
for the two bodies). One of the main preoccupa- 
tions of the IASB has been asset and liability 
measurement. This may have led Rayman (in the 
light of his demonstration that asset values are ir- 
relevant to the inability of the conventional finan- 
cial accounting model to provide a fair reflection 
of the underlying rate of return on investment in a 
multi-period setting with a changing periodic vol- 
ume of activity) to believe that the time was ripe to 
mount another attack on the conventional model, 
and to blow the dust off his 1969 ‘separation of 
funds and value’ model in the hope that this time it 
might gain acceptance. He appears to have re- 
ceived encouragement from some people who 
consider with scepticism the IASB's commitment 
to promoting the use of ‘fair values’ in financial re- 
porting. 

While there is little that is new in Rayman's cri- 
tique of the conventional financial accounting 
model, his analysis of its shortcomings may miss 
some key points that are relevant to the pertinence 
of his proposals. In fact, his argument raises two 
main questions: 


1. How reasonable and realistic is his use of the 
“Kaldor criterion’? 


2. Even if his use of the criterion is reasonable 
and realistic, how viable is his proposed alter- 
native model for financial reporting? 


As regards the first question, one may start by 
responding with another question and a remark: (a) 
how could any but the simplest of businesses have 
a single ‘planned investment rate’? (b) to evaluate 
a rate of return, one needs information about the 
associated risk; Rayman nowhere discusses the 
latter. Whether Rayman (who shows much nostal- 
gia for the work of the pioneers of financial eco- 
nomics such as Fisher) recognises it or not, 
financial economics has moved on since Kaldor 
put forward his ‘criterion’ in 1955 (in the context 
of a proposal for an expenditure tax). However, I 
have the impression that Rayman does not accept 
the implications of Portfolio Theory and its devel- 
opment into Capital Market Theory, largely be- 
cause he does not appear to appreciate the 
relevance of risk in considering returns or the sig- 
nificance of the Capital Market Line in this context 
(see his critique of the concept of the cost of 
capital, p.119). 

One may tend to agree with Rayman, however, 
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regarding the excessive nature of the claims made 
by financial accounting standard-setters for the in- 
formation contained or potentially contained in 
conventional financial reports, and the associated 
‘expectation gap’. One of the implications of the 
critiques that were made in the 1960s and 1970s is 
that ‘general purpose financial statements’ cannot 
present ‘finished information’, but rather provide 
a ‘semi-finished product’. The fundamental reason 
for this was given by Mattessich (1972), namely 
the need to ‘articulate the required information 
purpose’ in order to be able to produce information 
as provided within an information system — see 
also Most (1982) on the problems of ‘general 
purpose’ financial statements. Thus, since the gen- 
eral purpose financial statements of the conven- 
tional model cannot meet the requirements of an 
information system, they are best thought of as 
providing semi-finished information. The task of 
producing a more finished product belongs to in- 
formation intermediaries such as financial analysts 
who are likely to know for what purpose the prod- 
uct is to be used. Conventional financial reports 
and the accompanying notes provide a wealth of 
such semi-finished information, which can give 
(or fail to give) a ‘true and fair view’ in the sense 
of not being misleading, but which neither repre- 
sents any objective reality (Alexander and Archer, 
2003) nor meets well any specific information pur- 
pose. This being the case, the ‘hybrid’ nature of 
such information, reflecting a conflation of ‘stew- 
ardship' and ‘performance measurement’ that is 
criticised by Rayman as reflecting a confusion of 
incompatible objectives, is not so fundamentally 
problematic as he would have us believe. 

Point (b) above is also relevant to the second 
question, since Rayman’s model does not require 
any information about risk. His ‘value accounts’ 
provide management’s estimate of a period’s ex 
ante rate of return corrected in the light of the pre- 
vious period’s outturn. But a business of any size 
and complexity can hardly have a single planned 
rate of return; rather, it will seek to achieve rates of 
return on its various activities that exceed mini- 
mum rates that are appropriate given the degrees 
of risk. Thus it is not clear how Rayman’s model, 
or anything like it, could be used even for supple- 
mentary information in a management report, let 
alone as a replacement for conventional statements ° 
of income and changes in equity. As a possible 
component of a management report, the model 
needs to be tested and, if possible, refined by being 
applied in practice. Given that one can jettison an 
existing model, however deficient, instead of try- 
ing to improve it, only if one has a better model, I 
believe that Rayman should have devoted more 
space to demonstrating the applicability of his 
model in practice rather than dwelling at such 
length on the shortcomings of the existing model. 


Vol. 36 No. 4. 2006 


The book is written as a polemic and the style of 
writing, with the repeated rhetorical use of the 
‘Kaldor criterion’, reflects this. Here it is worth 
noting something odd about the title of the book: 
Accounting Standards: true or false? Can an ac- 
counting standard be true or false? Accounting 
standards are norms or rules, and as such do not 
have truth values; instead, they may be valid or in- 
valid (Raz, 1979; Archer, 1993). To ask whether 
accounting standards are true or false is therefore a 
piece of sloppy thinking. What Rayman seems to 
mean is: are existing accounting standards con- 
ducive to truthful financial reporting? 

Insofar as financial accounting standard-setters 
adopt a Correspondence Theory of Truth and an 
External Realist view of the objects with which 
financial] reporting is concerned, they may set 
themselves unrealistic (and ill-informed) targets 
and produce misleading conceptual frameworks 
which do little to remove the 'expectation gap' 
(Alexander and Archer, loc. cit.; Archer, 1997). 
But to put forward such a critique is to make a very 
different one from that of Rayman. 

An important question concerning any book, 
whether one agrees or not with its argument, is: Is 
it a good read? I quite enjoyed Rayman's book. To 
a large extent, for me it was a 'trip down memory 
lane' of debates that were already coming to an 
end, but which much exercised me, in my early 
years as an academic. His polemical style is stim- 
ulating and irritating by turns. For what readership 
is the book primarily intended: practitioners, aca- 
demics, or students? Rayman's predilection for 
highly simplified arithmetical examples to illus- 
trate his points is likely to irritate academics, for 
whom much of the argument in the book will pre- 
sumably not be new, and also practitioners who 
deal with financial reporting issues in all their 
complexity. So maybe the main potential benefici- 
aries will be students; the book can provide plenty 
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of topics for discussion in undergraduate seminars. 
In that capacity, good luck to it and its author. 
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ed in the heading and body of each table and figure to reduce to a minimum the need for the cross- 
referencing by readers to other parts of the manuscript. Tables, diagrams, figures and charts should . 
be included at the end of the manuscript on separate pages, with their position in the main body of 
the text being indicated. 

Footnotes 

Footnotes should be used only in order to avoid interrupting the continuity of the text, and should 
not be used to excess. They should be numbered consecutively throughout the manuscript with 
superscript Arabic numerals. They should not be used in book reviews. 


Mathematics 
Authors are asked to use mathematics only if it contributes to the clarity and economy of the article. 
Where possible, authors should restrict the use of mathematics to an appendix. Equations should be 
numbered in parentheses, flush with the right hand margin. Authors of mathematically-oriented 
papers written in Scientific Word or with some other mathematical word processing package are 
advised to consult with the editor about the format before making a formal submission, in order to 
- avoid technical difficulties later. 
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1980:24). Wherever appropriate, the reference should include a page or chapter number in the book 
or joürnal in question. Only works cited in the article should be included in the list. Citations to insti- 
tutional works should if possible employ acronyms or short titles. If an author's name is mentioned 
in the text it need not be repeated in the citation, e.g. Tippett and Whittington (1995:209) state...’ 
In the list of references, titles of journals should omit an initial "The' but should not otherwise be 
abbreviated. The entries should be arranged in alphabetical order by surname of the first author. 
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Style and spellin 
NORE ot institutional names should be written as, for example, FASB and not RA SR: 
those of Latin terms should contain stops (thus i.e. not ie). Words such as ‘realise’ should be spelt 
with an ‘s’, not a ‘z’. Single quotation marks should be used, not double. 


